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Congress  op  the  United  States, 
Joint  Committee  on  Internal  Revenue  Taxation, 

Washington,  March  17,  1959. 
To  Members  of  the  Joint  Committee  on  Internal  Revenue  Taxation: 

There  is  transmitted  herewith  a  summary,  as  prepared  by  the  staff 
of  the  committee,  of  the  1958  small  business  tax  legislation.  It  is 
believed  that  this  summary  should  be  of  considerable  benefit  to  per- 
sons concerned  with  small  business  problems  by  acquainting  them  with 
the  action  taken  by  the  Congress  last  year  to  aid  small  business. 
Very  truly  yours, 

Wilbur  D.  Mills, 
Chairman,  Joint  Committee  on  Internal  Revenue  Taxation. 
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Congress  of  the  United  States, 
Joint  Committee  on  Internal  Revenue  Taxation, 

Washington,  D.C.,  March  17,  1959. 
Hon.  Wilbur  D.  Mills, 

Chairman,  Joint  Committee  on  Internal  Revenue  Taxation, 
Washington,  D.C. 

My  Dear  Mr.  Chairman:  There  is  submitted  herewith  a  sum- 
mary, prepared  by  the  staff  of  the  committee,  of  the  1958  small 
business  tax  legislation. 
Respectfully  submitted. 

Colin  F.  Stam, 

Chief  of  Staf. 
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I.  Introduction 

The  Technical  Amendments  Act  of  1958  (title  I,  Public  Law  85-866) 
is  designed  to  correct  unintended  benefits  and  hardships  and  to  make 
technical  amendments  in  the  Internal  Revenue  Code  of  1954.  It 
contains  certain  provisions  which  are  of  particular  aid  to  small 
business.  The  Small  Business  Tax  Revision  Act  of  1958  (title  II  of 
Public  Law  85-866)  is  designed  to  aid  and  encourage  small  business. 
This  document  is  a  summary  of  all  the  substantive  provisions  of  title 
II,  and  those  substantive  provisions  of  title  I  which  are  of  particular 
aid  to  small  business. 

Since  the  enactment  of  Public  Law  85-866  on  September  2,  1958, 
the  Treasury  Department  has  issued  certain  announcements,  tem- 
porary rules  and  proposed  regulations  amplifying  these  small-business 
provisions.  For  the  convenience  of  the  reader  such  announcements, 
temporary  rules  and  proposed  regulations  issued  on  or  before  March 
17,  1959,  have  been  set  forth  in  the  appendixes  to  this  document,  and 
appropriate  references  to  them  are  made  in  the  text. 

II.  Technical  Amendments  Act  of  1958 

A.  Small-business  investment  companies  {sec.  57) 

In  1958  Congress  passed  the  Small  Business  Investment  Act  of 
1958.  This  law  is  designed  to  make  equity  capital  and  long-term 
credit  more  readily  available  for  small-business  concerns.  To  carry 
out  this  purpose,  this  act  provides  for  the  formation  of  small-business 
investment  companies.  These  companies  are  authorized  to  provide 
equity  capital  to  small-business  concerns  through  the  purchase  of 
convertible  debentures.  The  small-business  investment  companies 
are  to  be  private  companies  with  a  paid-in  capital  and  surplus  of  at 
least  $300,000.  Also,  the  SmaU  Business  Administration  is  authorized 
to  make  loans  to  these  companies  of  up  to  $150,000  through  the  pur- 
chase of  subordinated  debentures. 

Section  57  of  the  Technical  Amendments  Act  of  1958  added  to  the 
1954  Code  certain  tax  provisions  (sees.  1242,  1243  and  243  (b)) ,  relat- 
ing to  the  tax  treatment  of  these  small-business  investment  companies 
and  their  stockholders  in  order  to  substantially  increase  the  effective- 
ness of  these  small-business  investment  companies.  First,  it  provides 
that  these  investment  companies  are  to  be  allowed  an  ordinary  loss 
deduction,  rather  than  a  capital  loss  deduction,  on  losses  realized  on 
the  convertible  debentures  (including  stock  received  pursuant  to  the 
conversion  privilege)  acquired  in  connection  with  the  supplying  of  long- 
term  equity-type  capital  for  various  small-business  concerns.  This  loss 
deduction  includes  losses  due  to  worthlessness,  as  well  as  those  arising 
from  the  sale  or  exchange  of  the  security.     Second,  taxpayers  invest- 
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ing  in  the  stock  of  the  small-business  investment  companies  also  are 
to  be  allowed  an  ordinary  loss  deduction,  rather  than  a  capital  loss 
deduction,  on  losses  arising  from  the  worthlessness,  or  from  the  sale  or 
exchange  of  such  stock.  This  loss  is  treated  as  attributable  to  a  trade 
or  business  of  the  taxpayer  for  purposes  of  the  net  operating  loss 
deduction.  Third,  these  proposed  investment  companies  are  to  be 
allowed  a  deduction  for  100  percent  of  the  dividends  received  from  a 
taxable  domestic  corporation  rather  than  the  85  percent  deduction 
generally  allowed  corporate  taxpayers. 

These  new  provisions  apply  with  respect  to  taxable  years  beginning 
after  September  2,  1958,  the  date  of  enactment  of  the  Technical 
Amendments  Act  of  1958. 

Announcements  by  the  Treasury  Department  in  connection  with 
sections  1242,  1243,  and  243(b)  are  set  forth  in  appendLx  I. 

B.  Amounts  received  as  damages  for  injuries  under  the  antitrust  laws 

(sec.  58) 

Before  the  enactment  of  the  Technical  Amendments  Act  of  1958, 
an  amount  received  (or  accrued)  during  a  year  which  represented  an 
award  or  settlement  of  a  civil  action  brought  under  section  4  of  the 
Clayton  Act  for  injuries  sustained  by  the  taxpayer  in  his  business 
or  property  because  of  anything  forbidden  in  the  antitrust  laws  was 
included  in  gross  income  as  a  lump  sum  in  the  year  received  (or 
accrued) . 

Section  58  of  the  Technical  Amendments  Act  of  1958  has  added  a 
new  provision  (a  new  sec.  1306)  providing  a  limitation  with  respect  to 
the  tax  imposed  on  amounts  representing  damages  received  as  awards 
or  settlements  in  a  civil  action  brought  under  section  4  of  the  Clayton 
Act  for  injuries  sustained  in  the  taxpayer's  business  or  property  be- 
cause of  violations  of  the  antitrust  law.  In  such  cases  the  tax  at- 
tributable to  the  award  or  settlement  is  not  to  be  greater  than  the 
increases  in  taxes  which  would  have  resulted  if  the  award  or  settle- 
ment had  been  included  in  the  taxpayer's  income,  on  a  pro  rata  basis, 
over  the  period  in  which  the  taxpayer  was  injured. 

This  provision  is  effective  for  taxable  years  ending  after  September  2, 
1958,  the  date  of  enactment,  but  only  in  the  case  of  amounts  received 
after  that  date  for  awards  or  settlements  made  after  that  date. 

C.  Revocation  oj  election  'permitting  certain  jproprietorshiys  and  partner- 

ships to  he  taxed  as  corporations  (sec.  63) 

Section  1361,  enacted  in  1954,  permits  certain  proprietorships  and 
partnerships  with  50  or  less  members  to  elect  to  be  treated  for  tax 
purposes  as  corporations.  This  privilege  is  limited  to  those  businesses 
where  capital  is  a  material  income-producing  factor  or  where  50  per- 
cent or  more  of  the  gross  income  consists  of  gains,  profits,  or  income' 
derived  from  trading  as  a  principal  or  from  certain  types  of  brokerage 
commissions. 

Section  1361  provides  that  an  election  to  come  under  the  corporate 
treatment  must  be  made,  in  accordance  with  regulations  prescribed  by 
the  Secretary  or  his  delegate,  not  later  than  60  days  after  the  close  of 
any  taxable  year.  However,  the  Treasury  Department  was  not  able 
to  issue  regulations  under  section  1361  before  the  last  day  (March  1, 
1955)  on  which  this  election  could  be  made  for  1954.  As  a  result,  it 
issued  Treasury  Decision  6124  on  February  24,  1955,  which  permitted 
taxpayers  to  make  a  binding  election  within  a  60-day  period  after  the 
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close  of  the  taxable  year.  It  was  provided,  however,  that  this  elec- 
tion would  not  be  valid  unless  perfected  by  the  filing  of  an  amended 
return  on  or  before  the  last  day  of  the  third  month  following  the  month 
in  which  the  final  regulations  are  published. 

To  make  certain  that  an  election  under  this  section  will  not  be 
binding  on  the  taxpayer  before  the  final  regulations  under  this  section 
are  published,  a  specific  statutory  substitute  for  Treasmy  Decision 
6124  has  been  provided.  First,  it  provides  that  an  election  to  be  taxed 
as  a  corporation  under  section  1361,  which  is  filed  in  accordance  with 
regulations  prescribed  by  the  Secretary  or  his  delegate,  is  to  be 
treated  as  a  valid  election.  However,  it  further  provides  that  a  valid 
election  may  be  subsequently  revoked  at  any  time  after  the  enactment 
of  the  Technical  Amendm.ents  Act  of  1958  (September  2,  1958)  and  on 
or  before  the  last  day  of  the  third  month  following  the  month  in  which 
final,  regulations  are  published  on  section  1361.  Such  a  revocation, 
if  made,  will  be  effective  for  all  years  to  which  the  election  applied. 
The  new  provision  also  provides  for  keeping  the  statute  of  limitations 
open  for  an  additional  period  with  respect  to  (i)  the  assessment  of 
deficiencies  attributable  to  an  enterprise  which  makes  an  election 
under  section  1361,  and  (ii)  the  credit  or  refund  of  any  overpayments 
attributable  to  such  an  enterprise.  The  statute  of  limitations  is 
kept  open  for  the  additional  period  regardless  of  whether  or  not  the 
election  is  revoked  pm'suant  to  this  new  provision. 

Temporary  rules  published  by  the  Treasury  Department  in  con- 
nection with  section  1361  are  set  forth  in  appendix  II. 

D.  Election  of  certain  small-business  corporations  (sec.  64) 

To  permit  shareholders  in  small-business  corporations,  in  lieu  of  pay- 
ment of  the  corporate  tax,  to  elect  to  be  taxed  directly  on  the  corpora- 
tion's earnings,  a  new  subchapter  (subch.  S,  sees.  1371-1377)  has  been 
added  to  the  code  by  the  Technical  Amendments  Act  of  1958.  Where 
the  tax  treatment  provided  by  this  subchapter  is  elected,  the  share- 
holders include  in  their  own  income  for  tax  purposes  the  current  tax- 
able income  of  the  corporation,  both  the  portion  which  is  distributed 
and  that  which  is  not.  Neither  type  of  income  in  this  case  is  eligible 
for  a  dividend-received  credit  or  exclusion,  since  it  has  been  subject  to 
no  tax  at  the  corporate  level.  Generally,  the  character  of  an  item 
entering  into  the  computation  of  taxable  income  of  an  electing  small- 
business  corporation  does  not  pass  through  to  the  shareholder.  The 
taxable  income  of  such  a  corporation,  whether  or  not  distributed,  is 
generally  treated  as  ordinary  income  to  the  shareholder,  without  the 
retention  of  any  special  characteristics  it  might  have  had  to  the 
corporation.  As  a  result,  distributions  of  current  earnings  and  profits 
of  an  electing  small-business  corporation  are  generally  treated  as 
dividends  to  the  shareholder  to  the  same  extent  as  distributions  of 
current  earnings  and  profits  of  any  nonelecting  corporation.  For 
example,  where  the  earnings  and  profits  for  a  taxable  year  of  an  elect- 
ing small-business  corporation  exceed  its  taxable  income  for  that  yeai 
(as  would  be  the  case  where  percentage  depletion  exceeds  cost  deple- 
tion, or  where  tax-exempt  interest  is  received,  or  where  there  are 
other  items  affecting  taxable  income  but  not  earnings  or  profits  or 
affecting  earnings  and  profits  but  not  taxable  income),  any  current 
distribution  of  those  earnings  and  profits  is  treated  as  a  dividend  to 
the  shareholder  under  the  usual  rules  applicable  to  corporate  dis- 
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tributions.  Any  future  distribution  of  earnings  and  profits  of  an 
electing  small-business  corporation  accumulated  prior  to  the  year  of 
distribution  and  attributable  to  such  items  will  also  be  treated  as  a 
dividend  to  the  shareholder  under  the  usual  rules  applicable  to 
corporate  distributions.  This  may  be  illustrated  as  follows:  If  the 
earnings  and  profits  for  the  taxable  year  of  an  electing  small-business 
corporation  are  $10,000,  but  its  taxable  income  for  that  year  is  only 
$8,000  (the  $2,000  difference  being  due  to  the  excess  of  percentage 
depletion  over  cost  depletion,  or  the  receipt  of  tax-exempt  interest, 
or  similar  items),  a  distribution  of  $10,000  in  the  taxable  year  to  its 
shareholders  would  result  in  a  dividend  of  $10,000  and  not  merely 
$8,000.  If  only  $8,000  were  distributed  in  the  taxable  year,  and 
$2,000  of  these  earnings  and  profits  were  distributed  in  a  subsequent 
taxable  year,  the  $2,000  would  be  treated  as  a  dividend  in  the  later 
year. 

In  short,  an  electing  small-business  corporation  is  not  generally  a 
"conduit"  for  its  shareholders  under  the  provisions  of  subchapter  S. 
These  provisions  do  not  provide  strict  partnership  tax  treatment — 
where  the  conduit  principle  is  well  established — for  all  items  which 
in  any  way  affect  the  computation  of  taxable  income.  This  rule  has 
been  adopted  so  that  this  provision  can  operate  in  as  simple  a  manner 
as  possible.  Long-term  capital  gains,  however,  are  an  exception  to 
this  general  rule.  In  the  case  of  these  long-term  capital  gains,  the 
character  carries  over  to  the  shareholder  level. 

Where  a  shareholder  has  been  taxed  on  corporate  earnings  which 
were  not  at  that  time  distributed,  and  then  the  corporation  in  a  sub- 
sequent year  distributes  these  earnings  to  shareholders,  no  further  tax 
is  required  from  the  shareholder  at  that  time,  since  these  earnings 
laave  already  been  taxed  to  him  in  a  prior  year.  Once  all  such  earn- 
ings have  been  distributed,  if  further  distributions  are  then  made, 
and  the  corporation  had  earnings  and  profits  (usually  those  arising 
before  it  elected  this  special  tax  treatment)  then  such  distributions 
are  to  be  taxed  to  the  shareholders  in  the  same  manner  as  ordinary 
dividends  from  corporations. 

Under  this  provision  the  net  operating  losses  of  the  corporation 
currently  also  are  passed  through  to  the  shareholders.  Thus,  at  the 
corporate  level  where  this  special  treatment  is  elected,  there  is  no 
carryover  or  carryback  of  operating  losses  to  or  from  a  year  with 
respect  to  which  this  special  treatment  has  been  elected.  At  the 
individual  level  these  "distributed"  corporate  losses  are  to  be  treated 
in  the  same  manner  as  any  loss  which  the  individual  shareholders 
might  have  from  a  proprietorship,  that  is,  they  first  offset  income  of 
the  individual,  in  that  year  (whether  or  not  derived  from  another 
business)  and  then  any  excess  of  these  losses  may  be  carried  back  and 
offset  against  the  individual's  income  in  prior  years  and,  if  any  losses 
still  remain,  they  may  be  carried  forward  and  offset  against  his  income 
in  subsequent  years. 

Wliere  this  special  treatment  has  been  elected  the  basis  of  a  share- 
holder's stock  is  increased  for  any  of  the  corporate  earnings  taxed  to 
him  which  are  not  then  distributed,  although  this  basis  is  subsequently 
reduced  if  these  tax-paid  corporate  earnings  are  distributed.  The 
basis  of  the  stock  of  a  shareholder  is  also  reduced  for  any  corporate 
losses  which  are  passed  through  to  him.  The  losses  that  he  may  take, 
however,  are  limited  to  the  basis  he  has  for  the  stock.  Thus,  his 
basis  for  the  stock  cannot  be  reduced  below  zero. 
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The  right  to  elect  the  treatment  provided  under  this  new  sub- 
chapter is  Hmited  to  what  are  defined  as  small  business  corporations. 
These  corporations  must  be  domestic  corporations  which  are  not 
eligible  to  file  a  consolidated  return  with  any  other  corporation. 
Also,  they  must  not  have  more  than  10  shareholders,  their  share- 
holders must  all  be  individuals  (or  an  estate),  no  nonresident  aliens 
may  be  shareholders,  and  the  corporation  may  not  have  more  than 
one  class  of  stock.  If  any  of  the  shares  of  a  corporation  are  owned 
by  a  trust,  that  corporation  cannot  qualify  as  a  small-business 
corporation. 

An  election  may  be  made  to  apply  the  tax  treatment  provided  by 
this  new  subchapter  only  if  all  of  the  shareholders  consent  to  this 
election.  For  this  purpose  the  shareholders  are  those  of  record  as 
of  the  first  day  of  the  taxable  year  in  question,  or  if  the  election  is 
made  after  that  time,  shareholders  of  record  when  the  election  is 
made.  An  election  to  come  under  this  provision  must  be  made  in  a 
2  months'  interval,  either  in  the  first  month  before  the  beginning  of 
the  taxable  year  for  which  the  election  is  to  be  made  or  in  the  fu^st 
month  of  that  year.  (A  longer  period  of  time,  up  to  90  days  after 
the  date  of  enactment  of  the  Technical  Amendments  Act  of  1958,  is 
allowed  for  the  first  taxable  year  beginning  after  December  31,  1957, 
and  on  or  before  September  2,  1958,  and  ending  after  the  latter  date.) 
Once  this  provision  is  elected  it  is  effective  not  only  for  the  taxable 
year  but  also  for  all  subsequent  years,  although  this  election  may  be 
terminated. 

The  election  to  the  tax  treatment  provided  by  this  subchapter  can 
be  terminated  in  any  one  of  several  ways.  First,  the  election  is 
terminated  if  a  new  person  becomes  a  shareholder  of  the  corporation 
and  he  does  not  consent  to  the  election.  Second,  the  election  can  be 
terminated  if  all  of  the  shareholders  consent  to  its  revocation.  A 
revocation,  however,  is  effective  only  with  respect  to  subsequent 
years  unless  it  is  made  in  the  first  month  of  the  taxable  year.  Thu'd, 
the  election  as  to  the  treatment  under  this  new  subchapter  is  to  be 
terminated  if  the  corporation  ceases  to  qualify  as  a  small-business 
corporation;  that  is,  if  the  corporation  no  longer  meets  the  requne- 
ments  of  a  small-business  corporation,  such  as  having  not  more  than 
10  shareholders  or  having  no  nonresident  alien  as  a  shareholder. 
Fourth,  the  election  to  be  taxed  mider  this  new  subchapter  terminates 
if  the  corporation  derives  more  than  80  percent  of  its  gross  receipts 
from  sources  outside  the  United  States  and,  fifth,  the  election  ter- 
minates if  more  than  20  percent  of  the  corporation's  grdss  receipts 
are  derived  from  interest,  dividends,  rents,  royalties,  or  other  forms  of 
passive  income. 

In  order  to  prevent  a  corporation  from  electing  in  and  out  of  the 
application  of  the  provisions  of  this  new  subchapter,  a  limitation  has 
been  added  providing  that  if  a  corporation  has  made  an  election  under 
this  subchapter,  and  if  this  election  has  been  terminated  or  revoked 
the  corporation  (or  any  successor)  is  not  to  be  eligible  to  elect  this 
treatment  for  any  taxable  year  prior  to  its  fifth  taxable  year  which 
begins  after  the  first  taxable  year  for  which  the  termination  or  revoca- 
tion is  effective.  However,  the  Secretary  or  his  delegate  is  given  the 
authority  to  make  exceptions  to  this  limitation. 

The  provisions  of  subchapter  S  are  effective  with  respect  to  taxable 
years  beginning  after  December  31,  1957. 
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Announcements,  temporary  rules  and  proposed  regulations  pub- 
lished by  the  Treasury  Department  in  connection  with  subchapter  S, 
as  well  as  a  copy  of  Form  2553  (Election  by  Small  Business  Corpora- 
tion), Form  1120-S  (U.S.  Small  Business  Corporation  Return  of 
Income)  and  excerpts  from  the  instructions  relating  to  Form  1120-S, 
are  set  forth  in  appendix  III. 

III.  Small  Business  Tax  Revision  Act  of  1958 

A.  Losses  on  small-business  stock  (sec.  202) 

This  section  adds  a  new  section  1244  to  the  code.  It  provides 
ordinary  loss  rather  than  capital  loss  treatment  on  the  sale  or  exchange 
of  small-business  stock  (or  upon  its  becoming  worthless).  This  treat- 
ment is  available  only  in  the  case  of  an  individual  or  partnership  and 
only  if  he  or  it  is  the  original  holder  of  the  stock. 

To  limit  the  benefit  of  this  provision  to  small  business,  the  aggre- 
gate of  the  stock  offerings  of  any  corporation  which  are  eligible  for 
this  ordinary  loss  treatment  is  limited  to  $500,000.  Moreover,  to  be 
eligible  for  this  treatment  the  total  stock  offering  per  corporation  plus 
the  equity  capital  of  the  corporation  may  not  exceed  $1  million.  In 
addition,  the  maximum  loss  which  a  taxpayer  can  treat  as  an  ordinary 
loss  under  this  provision  is  $25,000  a  year  (or  $50,000  in  the  case  of 
a  husband  and  wife  filing  a  joint  return).  To  limit  this  tax  benefit  to 
shareholders  in  companies  which  are  largely  operating  companies,  a 
restriction  is  imposed  that,  in  general,  requires  that  the  corporation, 
in  the  5-year  period  before  the  taxpayer  incurred  the  loss  on  the  stock, 
must  have  derived  more  than  half  of  its  gross  receipts  from  sources 
other  than  royalties,  rents,  dividends,  interest,  annuities,  and  sales  or 
exchanges  of  stock  or  securities.  This  restriction  is  not  applicable, 
however,  with  respect  to  any  corporation  if  for  that  5-year  period,  its 
allowable  deductions  (with  certain  exceptions)  exceed  the  amount  of 
gross  income. 

B.  Three-year  net  operating  loss  carryback  {sec.  203) 

Under  the  law  before  the  enactment  of  the  Small  Business  Tax 
Revision  Act  of  1958  a  loss  could  be  carried  back  and  offset  against 
income  of  the  2  years  before  the  loss  year  and  then  if  any  loss  still 
remained  it  could  be  carried  forward  and  offset  against  income  in  the  5 
years  following  the  year  of  the  loss.  Section  203  of  the  Small  Business 
Tax  Revision  Act  of  1958  provides  for  a  3-year  net  operating  loss 
carryback  instead  of  only  a  2-year  carryback  as  under  prior  law. 
This  3-year  net  operating  loss  carryback  is  made  available  with  respect 
to  losses  of  the  calendar  year  1958  (or  from  the  portion  of  a  fiscal  year 
falling  in  1958)  and  following  years.  The  3-year  carryback  combined 
with  the  year  of  the  loss  and  the  5  succeeding  years  of  the  carry- 
forward provide  a  9-year  span  over  which  either  corporate  or  un- 
incorporated businesses  may  average  out  their  losses. 

C.  Additional  first-year  depreciation  allowance  for  small  business  (sec. 

204) 
Section  204  of  the  Small  Business  Tax  Revision  Act  of  1958  added 
a.  new  section  179  to  the  code.  This  section  provides  that  a  taxpayer 
may  write  off  20  percent  of  the  cost  of  tangible  personal  property  in 
the  year  of  acquisition.  This  treatment  is  available  for  newly  ac- 
quired used  property  as  well  as  for  new  assets.     With  respect  to  the 
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remaining  cost  of  the  property,  depreciation  may  be  taken  in  the  same 
manner  as  under  existing  law. 

The  aggregate  costs  of  property  with  respect  to  which  this  20-per- 
cent writeoff  can  be  taken  in  any  year  is  Hmited  to  $10,000  ($20,000 
in  the  case  of  a  husband  and  wife  filing  a  joint  return).  The  20-per- 
cent writeoff  is  made  available  only  in  the  case  of  tangible  personal 
property  of  a  character  subject  to  the  allowance  for  depreciation.  In 
addition,  this  special  writeoff  is  available  only  in  the  case  of  property 
having  a  useful  life  of  6  years  or  more.  Further  restrictions  limit 
the  property  for  which  the  fast  writeoff  can  be  taken  to  that  which  is 
acquired  from  an  unrelated  person  and  from  corporations  which  are 
not  members  of  the  same  "affiliated  group."  By  "affiliated  group" 
is  meant  those  which  would  be  eligible  to  file  a  consolidated  return 
if  the  affiliation  test  for  this  purpose  were  50  percent  instead  of  80 
percent.  Members  of  such  an  "affiliated  group"  cannot  have  the 
20-percent  writeoff  with  respect  to  purchases  from  each  other.  Also, 
the  $10,000  maximimi  limitation  is  applied  to  the  entire  "affiliated 
group." 

This  20-percent  writeoff  provision  is  available  with  respect  to 
taxable  years  ending  after  June  30,  1958,  but  only  in  the  case  of 
property  acquired  after  December  31,  1957. 

Announcements  and  temporary  rules  published  by  the  Treasury 
Department  in  connection  with  the  new  section  179  are  set  forth  in 
appendix  IV. 

D.  Increase  of  minimum  accumulated  earnings  credit  (sec.  205) 

In  addition  to  the  regular  corporate  income  tax,  present  law  imposes 
an  accumulated  earnings  tax  (formerly  called  the  sec.  102  tax)  of 
27)^  to  38){  percent  on  improperly  accumulated  corporate  earnings. 
In  computing  the  income  base  on  which  this  tax  is  imposed,  there  is 
excluded  an  amount  equal  to  the  earnings  and  profits  of  the  taxable 
year  which  are  retained  for  the  reasonable  needs  of  the  business. 
This  is  known  as  the  accumulated  earnings  credit.  The  law  in  effect 
prior  to  the  enactment  of  the  Small  Business  Tax  Revision  Act  of  1958 
provided,  however,  that  in  any  case  there  was  to  be  a  minimum  credit 
of  $60,000  of  earnings  which  could  be  accumulated  before  any  income 
was  subject  to  this  tax.  This  was  a  cumulative  credit,  however, 
rather  than  an  annual  credit 

The  section  increases  this  $60,000  minimum  accumulated  earnings 
credit  to  $100,000.  By  raising  this  amount  to  $100,000,  a  slightly 
wider  margin  of  accumulation  is  provided  with  respect  to  which 
business  can  be  free  of  worry  concerning  the  accumulated  earnings 
tax.  This  increase  in  the  minimum  credit  is  not  in  any  way  intended 
as  an  indication  that  accumulated  earnings  in  excess  of  $100,000  are 
necessarily  subject  to  this  special  tax. 

This  change  is  made  effective  with  respect  to  taxable  years  begin- 
ning after  December  31,  1957. 

E.  Installment  'payments  oj  estate  tax  attributable  to  investments  in  closely 

held  business  enterprise  (sec.  206) 
Section  206  of  the  Small  Business  Tax  Revision  Act  of  1958  added 
a  new  section  6166  to  the  code.  This  provides  that  where  the  value 
of  an  interest  in  a  closely  held  business  represents  a  significant  portion 
of  the  base  on  which  the  Federal  estate  tax  is  computed,  the  Federal 
death  tax  can  then  be  paid  in  10  annual  installments  rather  than  in  1 
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lump-sum  payment  15  months  after  the  death  of  the  decedent.  To 
be  eligible  for  this  treatment  the  interest  in  a  closely  held  business  (or 
the  aggregate  interests  in  several  businesses,  if  the^interest  in  each  is 
more  than  half)  must  represent  35  percent  of  the  gross  estate  or  50 
percent  of  the  taxable  estate  of  the  decedent.  Moreover,  the  tax 
deferral  is  available  only  with  respect  to  the  portion  of  the  estate  tax 
attributable  to  the  value  represented  by  the  interest  in  the  closely 
held  business  (or  businesses).  The  installment  pavments  where 
estates  qualify  under  this  provision  are  subject  to  interest  at  the  rate 
of  4  percent. 

The  new  section  defines  a  closely  held  business  for  purposes  of  this 
section  as  including  a  proprietorship,  an  interest  in  a  partnership  or 
stock  ownership  in  a  corporation  of  20  percent  or  more,  or  an  interest 
in  a  partnership  or  corporation  in  which  there  are  10  or  fewer  partners 
or  shareholders. 

Provision  is  made  for  the  termination  of  the  installment  privilege 
where  there  is  a  withdrawal  from  the  business  of  50  percent  of  the 
value  of  the  business  or  where  50  percent  of  the  interest  in  the  business 
included  in  the  gross  estate  is  distributed,  sold,  or  otherwise  disposed  of. 

The  new  section,  in  addition  to  providing  for  the  acceleration  of  the 
installment  payments  in  the  case  of  withdrawals  and  sales  or  other 
dispositions,  also  provides  that  after  the  fourth  year  of  the  estate,  any 
accumulated  income  of  the  estate  must  be  apphed  against  the  balance 
of  the  unpaid  estate  tax. 

This  provision  applies  to  estates  of  decedents  where  the  date  for 
filing  of  the  Federal  estate  return  is  after  September  2,  1958,  the  date 
of  enactment  of  the  act.  It  also  appHes  in  the  case  of  a  deficiency 
assessed  after  that  date  if  the  deficiency  is  not  due  to  negligence,  in- 
tentional disregard  of  rules  and  regulations  or  to  fraud.  This  is 
limited,  however,  to  deficiencies  arising  in  the  case  of  decedents  dying 
after  August  16,  1954,  where  the  date  for  filing  their  estate  tax  return 
(including  extensions)  expu-ed  before  September  2,  1958. 

Temporary  rules  issued  by  the  Treasury  Department  in  connection 
with  the  new  section  6166  are  set  forth  in  appendix  V. 


APPENDIXES 

(Except  where  stated  otherwise,  the  material  in  the  appendixes  repre- 
sents the  substantive  text  of  the  designated  Treasury  Department 
publications) 


Appendix  I 

SMALL-BUSINESS  INVESTMENT  COMPANIES 

Announcements  of  the  Treasury  Department  in  Connection  With  New 
Sections  1242,  1243  and  243(b) 

technical   information   release— OCTOBER   2,    1958    (TIR-99) 

Certain  provisions  of  the  Technical  Amendments  Act  of  1958  (Public  Law  85-866) 
will  affect  the  tax  treatment  of  small-business  investment  companies  organized 
under  the  provisions  of  the  Small  Business  Investment  Act  of  1958,  Internal 
Revenue  Service  announced  today. 

IRS  said  the  primary  purpose  of  these  companies  will  be  to  make  equity  capital 
readily  available  for  small-business  concerns  through  the  purchase  of  debenture 
bonds  which  may  be  converted  into  stocks  of  the  borrowing  concern. 

Under  the  provisions  of  the  new  law,  IRS  said,  the  tax  treatm.ent  of  small- 
business  investment  companies  and  their  stockholders  involves  three  principal 
features.     They  are: 

1.  Small-business  investment  companies  are  allowed  an  ordinary  loss  deduction, 
rather  than  a  capital  loss  deduction,  on  losses  sustained  through  worthlessness  or 
sale  of  convertible  debentures,  or  stock,  acquired  on  the  lending  of  long-term 
equity-type  capital  to  small  businesses. 

2.  Investors  in  the  stock  of  small-business  investment  companies  are  allowed  an 
ordinary  loss  deduction,  rather  than  a  capital  loss,  on  losses  from  the  worthlessness 
or  sale  of  such  stock. 

3.  Small-business  investment  companies  are  allowed  a  deduction  for  100  per- 
cent of  the  dividends  received  from  a  taxable  domestic  corporation  instead  of  the  85 
percent  deduction  generally  allowed  corporate  taxpayers. 

IRS  said  provisions  are  effective  for  taxable  years  beginning  after  September 
2, 1958,  the  date  of  enactment  of  the  Technical  Amendments  Act  of  1958. 

(IRS-D.C.-42132) 

TECHNICAL   INFORMATION    RELEASE — NOVEMBER  21,    1958    (TIR-110) 

In  Technical  Information  Release  No.  99,  dated  October  2,  1958,  the  Internal 
Revenue  Service  explained  provisions  of  the  Technical  Amendments  Act  of  1958 
which  affect  the  tax  treatment  of  small  business  investment  companies  organized 
under  the  Small  Business  Investment  Act  of  1958. 

Inquiry  has  been  made  whether  a  small-business  investment  company  organ- 
ized under  title  III  of  the  Small  Business  Investment  Act  of  1958  is  subject  to 
the  personal  holding  company  tax  imposed  by  section  541  of  the  Internal  Revenue 
Code  of  1954  if  all  of  its  income  consists  of  interest  and  dividends  on  debentures 
and  stock  acquired  in  small  business  concerns  under  provisions  of  that  act. 

IRS  said  the  corporation  will  be  subject  to  the  personal  holding  company  tax 
only,  if  at  any  time  during  the  last  half  of  the  taxable  3^ear,  more  than  50  jercent 
in  value  of  its  outstanding  stock  is  owned,  directly  or  indirectlv,  bv  or  for  not 
more  than  five  individuals.  (IIlS-b.C.-43710) 

0 
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REVENUE    RULING   59-69,    I.R.B.    1959-10,    18 

Advice  has  been  requested  whether  a  small  business  investment  company  op- 
erating under  the  provisions  of  the  Small  Business  Investment  Act  of  1958  (72 
Stat.  689)  is  subject  to  the  provisions  of  sections  541  through  547  of  the  Internal 
Revenue  Code  of  1954,  pertaining  to  personal  holding  companies,  if  at  least  80 
percent  of  its  gross  income  for  the  taxable  year  is  personal  holding  company 
income  as  defined  in  section  543  of  the  code,  such  as  interest  and  dividends  from 
debentures  and  stock  acquired  from  small  business  concerns  under  the  provisions 
of  the  Small  Business  Investment  Act  of  1958. 

The  purpose  of  the  Small  Business  Investment  Act  of  1958  is  to  establish  a 
program  to  stimulate  and  supplement  the  flow  of  private  equity  capital  and  long- 
term  loans  to  small  business  concerns.  The  act  provides  for  the  operation  of 
small  business  investment  companies  organized  to  provide  such  capital  through 
the  purchase  of  debenture  bonds  convertible  into  the  stock  of  the  borrowing 
corporation.  Thus,  much  of  the  income  of  a  small  business  investment  company 
will  consist  of  interest  and  dividends. 

Section  541  of  the  code,  in  general,  imposes  a  personal  holding  company  tax  on 
the  undistributed  personal  holding  company  income  of  any  corporation  80  percent 
of  the  income  of  which  consists  of  personal  holding  company  income,  as  defined 
in  section  543  of  the  code,  if  at  any  time  during  the  last  half  of  the  taxable  year 
more  than  60  percent  in  value  of  its  outstanding  stock  is  owned,  directly  or  in- 
directly, by  or  for  not  more  than  five  individuals.  Among  the  types  of  income 
which  are  defined  by  section  543  of  the  code  as  personal  holding  company  income 
are  dividends  and  interest. 

Three  specific  provisions  dealing  with  small  business  investment  companies 
were  added  to  the  Internal  Revenue  Code  of  1954  by  the  Technical  Amendments 
Act  of  1958  (72  Stat.  1606).  One  of  two  new  sections,  section  1242,  provides,  in 
effect,  that  investors  in  the  stock  of  small  business  investment  companies  shaU 
be  allowed  an  ordinary  loss  deduction,  rather  than  a  capital  loss,  on  losses  from  the 
worthlessness  or  sale  of  such  stock.  A  small  business  investment  company  is 
allowed,  under  the  provisions  of  the  second  new  section,  section  1243  of  the  code, 
an  ordinary  loss  deduction,  rather  than  a  capital  loss  deduction,  on  losses  sus- 
tained through  the  worthlessness  or  sale  of  convertible  debenture,  or  stock  con- 
verted therefrom,  acquired  on  the  lending  of  equity  and  long-term  capital  to  small 
business.  The  third  feature  relating  to  these  companies  is  embodied  in  amended 
section  243  of  the  code,  which  allows  such  a  company  a  deduction  for  100  percent 
of  the  dividends  received  from  a  taxable  domestic  corporation,  other  than  dividends 
on  preferred  stock  of  a  public  utility  company  for  which  deduction  under  section 
244  of  the  code  is  allowable,  instead  af  the  85-percent  deduction  generally  allowed 
corporate  taxpayers. 

A  small  business  investment  company,  like  all  corporations,  may  be  subject 
to  the  provisions  of  section  541  of  the  code,  unless  it  is  specifically  excluded  from 
those  provisions.  Since  none  of  the  additions  and  changes  to  the  code,  relating 
to  small  business  investment  companies,  made  by  the  Technical  Amendments  Act 
of  1958  specifically  excluded  such  companies  from  the  personal  holding  company 
tax,  they  are  subject  to  that  tax  if  they  are  otherwise  within  the  provisions  of  sec- 
tions 541  through  547  of  the  code. 

Accordingly,  it  is  held  that  a  small  business  investment  company  is  subject 
to  the  personal  holding  company  tax  under  section  541  of  the  code,  if  at  least  80 
percent  of  its  gross  income  for  the  taxable  year  is  personal  holding  company 
income  as  defined  in  section  543  of  the  code,  such  as  interest  and  dividends  from 
debentures  and  stock  acquired  in  small  business  concerns  under  the  provisions 
of  the  Small  Business  Investment  Act  of  1958,  and  if  at  any  time  during  the  last 
half  of  the  taxable  year  more  than  50  percent  in  value  of  its  outstanding  stock 
is  owned,  directly  or  indirectly,  by  or  for  not  more  than  five  individuals. 
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Appendix  II 

REVOCATION  OF  ELECTION  PERMITTING  CERTAIN  PROPRIETOR- 
SHIPS AND  PARTNERSHIPS  TO  BE  TAXED  AS  CORPORATIONS 

Tempokart   Rules    of   the    Treasury   Department   in    Connection  With 
Section  1361   (Treasury  Decision  6332,  Nov.  3,  1958) 

§  18.1-2  Revocation  of  Election  Permitting  Certain  Proprietorships 
AND  Partnerships  To  Be  Taxed  as  Domestic  Corporations — -(a)  In  general. — 
Section  63  of  the  Technical  Amendements  Act  of  1958  (72  Stat.  1649),  approved 
September  2,  1958,  provides  that  a  statement  of  election  to  be  taxed  as  a  domestic 
Cbrporation  under  section  1361  of  the  Internal  Revenue  Code  of  1954  shall  be 
treated  as  a  vaUd  election  if  filed  in  accordance  with  regulations  prescribed  by  the 
Secretary  or  his  delegate.  Thus,  if  a  statement  of  election  to  be  taxed  as  a  cor- 
poration has  been  or  is  filed  in  accordance  with  the  provisions  of  Treasury  Deci- 
sion 6124  (Temporary  Rules  (26  CFR  1954))  [C.  B.  1955-1,  719]  such  statement 
of  election  shall  be  treated  as  a  valid  election,  except  as  provided  in  paragraph  (e) 
of  this  section,  relating  to  statements  of  election  withdrawn  with  the  permission 
of  the  Internal  Revenue  Service.  Under  section  63,  however,  any  such  election 
made  on,  before,  or  after  September  2,  1958,  may  be  revoked  (notwithstanding 
any  provision  to  the  contrary  in  section  1361)  after  September  2,  1958,  and  on  or 
before  the  last  day  of  the  third  month  following  the  month  in  which  regulations 
under  section  1361  are  published  in  the  Federal  Register.  If  a  new  election  has 
been  made  after  a  change  of  ownership  described  in  section  1361(f),  then  such 
new  election,  or  the  original  election,  or  both,  may  be  revoked.  Any  such  revoca- 
t.on  shall  be  effective  only  if  made  in  accordance  with  the  provisions  of  paragraph 
(b)  of  this  section.  A  revocation  under  this  section  may  be  made  notwithstanding 
that  the  enterprise  has  been  completely  liquidated  as  contemplated  in  section 
1361(1),  or  that  the  enterprise  has  actually  been  incorporated. 

(b)  Manner  of  revoking  election. — (1)  The  election  shall  be  revoked  by  filing 
within  the  time  prescribed  in  subparagraph  (2)  of  this  paragraph,  (i)  a  statement 
that  the  partners  or  the  proprietor,  as  the  case  may  be,  revoke  the  election  made 
under  section  1361(a)  to  have  the  enterprise  taxed  as  a  corporation,  and  (ii)  the 
amended  returns  required  by  subparagraph  (3)  of  this  paragraph. 

(2)  The  statement  of  revocation  and  the  amended  returns  may  be  filed  at 
any  time  after  September  2,  1958,  but  must  be  filed  on  or  before  the  last  day  of 
the  third  month  following  the  month  in  which  regulations  under  section  1361 
are  published  in  the  Federal  Register.  In  the  case  of  a  new  election  made  after 
a  change  of  ownership  described  in  section  1361(f),  a  separate  statement  of 
revocation  and  the  amended  returns  required  by  subparagraph  (3)  of  this  para- 
graph must  be  filed  with  respect  to  each  election  which  is  being  revoked.  The 
statement  of  revocation  must  be  signed  by  the  proprietor  or  all  of  the  partners 
owning  an  interest  in  the  enterprise  at  any  time  during  the  period  with  respect 
to  which  the  particular  election  under  section  1361  would  apply  but  for  the  revo- 
cation. If  any  individual  who  is  required  to  sign  the  statement  of  revocation 
is  deceased,  the  statement  shall  be  signed  either  by  his  successor  in  interest  or 
by  the  ejsecutor  or  administrator  of  such  deceased  individual's  estate.  The 
statement  of  revocation  must  be  filed  with  the  district  director  for  the  district 
in  which  the  statement  of  election  was  filed.  Such  statement  of  revocation  must 
state  the  name  and  address  under  which  the  corporation  income  tax  returns  of 
the  enterprise  were  filed  for  the  prior  taxable  years  during  which  the  election 
would  apply  but  for  the  revocation,  and  the  internal  revenue  district  in  which 
such  returns  were  filed.  The  statement  shall  also  state  the  names  and  addresses 
of  the  individuals  affected  by  the  revocation,  their  taxable  years  involved  and 
the  internal  revenue  districts  in  which  the  income  tax  returns  of  such  individuals 
were  filed. 

(3)  Revocation  of  the  election  to  be  taxed  as  a  corporation  shall  be  eflfective 
only  if  the  statement  of  revocation  referred  to  in  subparagraph  (2)  of  this  para- 
graph is  filed  and  only  if  amended  income  tax  returns  of  the  proprietor,  or  partner- 
ship returns  on  Form  1065  (accompanied  by  amended  income  tax  returns  of  the 
partners),  are  filed.  Such  returns  shall  be  filed  for  each  taxable  year  affected 
by  the  revocation  and  should  be  filed  with  the  statement  of  revocation.  If 
an  amended  income  tax  return  is  filed  with  a  district  director  other  than  the 
the  district  director  with  whom  the  statement  of  revocation  is  filed,  a  copy  of  the 
statement  of  revocation  must  be  filed  with  such  return.  The  amended  income 
tax  and  partnership  returns  shall  be  filed  as  if  there  had  been  no  election  made 
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under  section  1361,  and  shall  reflect  any  increase  or  decrease  in  tax  over  the  tax 
])reviously  determined  (as  defined  in  section  1314  (a))  which  results  from  treating 
the  enterprise  as  a  propreitorship  or  as  a  partnership,  as  the  case  may  be.  See 
paragraph  (d)  (5)  of  this  section  for  rules  applicable  to  items  of  income,- deduction^ 
or  credit  to  be  taken  into  account  in  determining  such  increase  or  decrease  in  tax. 

(c)  Effect  of  revocation.— iX)  A  revocation  made  in  accordance  with  the  provi- 
sions of  this  section  shall  apply  to  all  taxable  years  to  which  the  particular  election 
would  anply  but  for  the  revocation. 

(2)  The  increase  or  decrease  in  tax  shown  on  amended  returns  filed  in  accord- 
ance with  this  section  over  the  tax  previously  determined  fas  defined  in  section 
1314(a)')  shall  not  be  subject  to  the  additions  to  tax  imposed  by  sectio'is  665^ 
and  6654,  to  the  extent  that  such  increase  or  decrease  in  tax  is  attributable  to  the 
revocation  of  the  election  under  section  1361.  The  provisions  of  chapter  67, 
relating  to  interest,  shall  be  applicable  to  such  increase  or  decrease  in  tax.  For 
rules  applicable  in  determining  the  increase  or  decrease  ill  tax,  see  paragraph 
(d)(5)  of  this  section. 

(3)  If  the  election  under  section  1361  is  revoked,  any  election  or  o;  tion 
made  on  the  corporation  return.  Form  1120,  filed  for  the  enterprise  shall  be  deemed 
to  have  been  made  by  the  proprietor,  partners  or  partnership,  and  such  election 
or  option  shall  be  given  effect  in  the  making  of  amended  income  tax  and  part- 
nership returns  required  to  be  filed  b}^  paragraph  (b)(3)  of  this  section. 

(d)  Tolling  of  statute  of  limitations. — (1)  Notwithstanding  any  law  or  rule  of 
law  which  would  otherwise  prevent  an  assessment,  the  statutory  period  for  the 
assessment  and  collection  of  any  deficiency  attributable  to  a  section  1361  enter- 
prise (but  only  to  the  extent  of  the  increase  in  tax  determined  in  accordance  with 
subparagraph  (5)  of  this  paragraph)  shall  not  expire  until  after  the  expiration 
date  specified  in  subparagraph  (4)  of  this  paragraph. 

(2)  If  credit  or  refund  of  any  overpayment  attributable  to  a  section  1361  enter- 
prise (but  only  to  the  extent  of  the  decrease  in  tax  determined  in  accordance 
with  subparagraph  (5)  of  this  paragraph)  is  prevented  at  any  time  on  or  before 
the  expiration  date  specified  in  subparagraph  (4)  of  this  paragra^ih  by  the  opera- 
tion of  any  law  or  rule  of  law  (other  than  cha'^ter  74  of  the  1954  Code,  relating 
to  compromises  and  closing  agreements),  credit  or  refund  of  such  overpayment 
may  nevertheless  be  allowed  or  made  if  claim  therefor  is  filed  on  or  before  such 
expiration  date. 

(3)  A  deficiency  or  overpayment  in  tax  described  in  subparagraph  (1)  or  (2) 
of  this  paragraph  may  be  determined  with  respect  to  (i)  an  enterprise  for  which 
an  election  under  section  1361  was  made,  (ii)  the  electing  proprietor  or  partners, 
and  (iii)  any  other  taxpayer  affected  by  the  election. 

(4)  The  term  "expiration  date"  means  that  date  which  is  one  year  after  which- 
ever of  the  following  days  is  the  earlier: 

(i)  The  last  day  ( f  the  third  month  following  the  month  is  which  regulations 
under  section  1361  of  the  1954  Code  are  published  in  the  Federal  Register;  or 

(ii)  If  the  election  is  revoked  pursuant  to  paragraph  (b)  of  this  section,  the  day 
on  which  an  effective  revocation  is  made. 

(5)  For  purposes  of  this  section,  the  increase  or  decrease  in  tax  over  the  tax 
previously  determined  (as  defined  in  section  1314(a))  for  any  taxable  year  shall 
be  that  amount  which  results  from  the  correct  treatment  of  all  items  which 
pertain  to  the  enterprise,  and  for  this  purpose  items  of  income,  deduction,  or 
credit  completely  unrelated  to  the  enterprise  shall  not  be  taken  into  account. 
For  example,  the  failure  to  claim  an  allowable  deduction  for  a  dependency  exemp- 
tion or  the  improper  taking  of  such  exemption  are  not  adjustments  which  are 
attributable  to  the  enterprise.  However,  due  regard  shall  be  given  to  the  effect 
which  an  adjustment  attributable  to  the  enterprise  may  have  on  the  computation 
of  gross  income,  taxable  income  and  other  matters  under  subtitle  A  of  the  1954 
Code.  Thus,  for  example,  if  such  an  adjustment  results  in  an  increase  in  an 
individual's  adjusted  gross  income,  it  may  be  necessary  to  recompute  the  deduc- 
tion for  charitable  contributions  or  medical  expenses,  since  the  amount  of  those 
deductions  is  determined  or  limited  by  the  amount  of  the  taxpayer's  adjusted  gross 
income.  An  adjustment  attributable  to  the  enterprise  may  affect  more  than  one 
taxpayer  and  more  than  one  taxable  year.  For  example,  if  an  election  by  a 
partnership  is  revoked  pursuant  to  paragraph  (b)  of  this  section,  it  will  be  necessary 
to  recompute  the  income  tax  liability  of  all  members  of  the  partnership  for  all 
taxable  years  to  which  the  election  applied.  Similar  computations  will  be  neces- 
sary for  any  other  taxable  year  affected,  or  treated  as  affected,  by  a  net  operating 
loss  deduction  (as  defined  in  section  172)  or  by  a  capital  loss  carryover-(as  defined 
in  Section  1212)  determined  with  reference  to-any  taxable  year  to  which  an  election 
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applied  (or  would  have  applied  but  for  a  revocation  of  such  election).  On  the 
other  hand,  if  the  election  is  not  revoked,  it  maj^  be  necessary  to  make  adjustments 
to  the  taxable  income  of  the  enterprise,  for  example,  due  to  failure  to  report  items 
of  income  or  to  claim  deductions,  or  adjustments  in  items  of  income  or  dsduction 
allocable  to  a  proprietor  or  partner,  for  example,  personal  holding  company  income 
or  dividend  distributions.  Moreover,  items  which  have  been  taken  into  account 
in  filing  the  corporation  return,  Form  1120,  for  the  enterprise,  which  items  should 
have  been  taken  into  account  in  the  returns  of  the  proprietor  or  partners,  or  vice 
versa,  are  to  be  given  proper  effect  in  determining  the  increase  or  decrease  in  tax. 

(e)  Exception. — The  provisions  of  this  section  do  not  apply  to — 

(1)  Any  statement  of  election  filed  in  accordance  with  Treasury  Decision  6124 
which  was  withdrawn  before  September  2,  1958,  with  the  permission  of  the  In- 
ternal Revenue  Service,  and 

(2)  Any  deficiency  or  overpayment  of  any  taxpayer  for  any  taxable  year  during 
which  a  statement  of  election  described  in  subparagraph  (1)  of  this  paragraph  was 
applicable,  attributable  to  the  withdrawal  described  in  such  subparagraph  (1). 

(f)  Elections  under  section  1361. — Elections  under  section  1361  should  continue 
to  be  made  in  accordance  with  the  requirements  of  Treasury  Decision  6124 
[C.B.  1955-1,  719]  with  respect  to  information  required  in  the  statement  of  elec- 
tion and  the  time,  manner,  and  place  of  filing  such  statement.  However,  those 
provisions  of  Treasury  Decision  6124  which  relate  to  the  perfection  of  an  election 
under  section  1361  are  hereby  revoked. 

Because  the  election  under  section  1361  of  the  1954  Code  may  be  revoked  at 
any  time  after  September  2,  1958,  in  accordance  with  regulations  under  section 
63  of  the  Technical  Amendments  Act  of  1958  and  because  of  the  need  for  tempo- 
rary rules  under  which  such  a  revocation  can  be  made,  it  is  found  impracticable  to 
issue  this  Treasury  Decision  with  notice  and  public  procedure  thereon  under 
section  4(a)  of  the  Administrative  Procedure  Act,  approved  June  11,  1946,  or 
subject  to  the  effective  date  limitation  of  section  4(c)  of  that  Act, . 


Appendix  III 

ELECTION  OF  CERTAIN  SMALL-BUSINESS  CORPORATIONS 

Announcbments,  Tempobary  Rules,  Proposed  Regulations,  and  Certain 
Other  Publications  of  tete  Treasury  Department  in  Connection  With 
Subchapter  S 

technical  information    release — SEPTEMBER   26,    1958   (TIR-98) 

Regulations  under  which  a  small-business  corporation  may  elect  to  have  its 
shareholders  taxed  on  its  income  will  be  published  in  the  Federal  Register  today 
(September  26,  1958). 

Internal  Revenue  Service  said  this  election  is  provided  by  the  Technical  Amend- 
ments Act  of  1958  (Public  Law  85-866). 

IRS  said  the  election  may  be  made  only  by  a  domestic  corporation  which  is  not 
a  member  of  an  affiliated  group  of  corporations  and  only  with  the  consent  of  all 
its  shareholders. 

Further^  IRS  said,  such  a  corporation  cannot  make  the  election  if  it  has  more 
than  one  class  of  stock,  has  more  than  10  shareholders,  has  a  shareholder  who  is 
other  than  an  individual  or  estate,  or  has  a  shareholder  who  is  a  nonresident  alien. 

IRS  said  if  these  conditions  are  met  and  the  election  is  made,  the  corprrition's 
income  will  be  taxed  to  the  shareholders,  whether  or  not  distributed.  The  agency 
added: 

The  election  may  be  made  only  for  taxable  years  of  corporations  beginning  after 
December  31,  1957,  and  ending  after  September  2,  1958.  Generally,  the  election 
may  be  made  during  the  first  month  of  a  taxable  year,  or  during  the  preceding 
month.  However,  for  taxable  years  beginning  before  September  3,  1958,  and 
ending  after  such  date,  the  election  must  be  made  before  the  close  of  the  taxable 
year,  or  December  2,  1958,  whichever  is  earlier. 

Form  2553  has  been  prescribed  for  use  by  corporations  desiring  to  make  the 
election,  IRS  said.  Consent  of  the  shareholders  of  the  corporation  to  the  election 
rnust  be  attached.  The  form  provides  for  furnishing  (1)  the  name  and  address 
of  the  corporation,  (2)  the  place  and  date  of  incorporation,  (3)  the  first  taxable 
year  for  which  the  election  is  made,  (4)  the  number  of  shares  of  stock  issued  and 
outstanding,  (5)  whether  the  corporation  is  the  outgrowth  of  any  form  of  pred- 
ecessor (if  so,  the  name  of  the  predecessor,  the  type  of  organization,   and  the 
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period  during  which  it  was  in  existence),  (6)  the  principal  business  activity  of  the 
corporation,  and  (7)  the  name  and  address  of  each  shareholder,  the  number  of 
shares  owned  by  each,  and  the  internal  revenue  district  where  each  shareholder's 
individual  income  tax  return  is  filed. 

Copies  of  form  2553  will  be  available  in  the  offices  of  the  district  directors  of 
internal  revenue  at  an  early  date.  However,  IRS  emphasized  that  if  an  election 
must  be  filed  before  such  forms  become  available,  the  election  may  be  made  by 
letter  setting  forth  clearly  the  information  described  above  which  is  required  bv 
the  form. 

The  election  and  the  consents  of  shareholders  are  to  be  filed  with  the  district 
director  with  whom  the  corporation  return  is  filed.  For  further  information 
corporations  or  shareholders  should  consult  the  office  of  their  district  director 
IRS  said.  (IRS-D.C.-42086) 

TECHNICAL    INFORMATION    RELEASE OCTOBER  10,  1958  (TIR-104) 

The  following  revenue  ruling  will  appear  in  the  Internal  Revenue  Bulletin 
1958-42,  dated  October  20,  1958: 

[Rev.  RuL  58-516] 
"The  term  'calendar  month'  as  used  in  section  18.1-l(b)  of  the  Income  Tax 
Regulations  (Treasury  Decision  6317,  approved  September  22,  1958),  relating 
to  the  election  of  certain  small-business  corporations  under  subchapter  S  of  the 
Internal  Revenue  Code  of  1954,  as  added  by  section  64  of  the  Technical  Amend- 
ments Ant  of  1958,  means,  in  the  case  of  a  new  corporation  whose  taxable  year 
begins  after  the  first  day  of  a  particular  month,  for  purposes  of  making  the  election 
under  section  1372  by  such  corporation,  the  period  beginning  on  such  first  day 
of  the  taxable  year  and  ending  on  the  corresponding  day  of  the  succeeding  month, 
or  in  case  there  is  no  such  corresponding  day,  the  last  day  of  the  succeeding  month. 

(IRS-D.C.-42469) 

TECHNICAL   INFORMATION    RELEASE NOVEMBER   26,   1958    (TIR-113) 

In  response  to  many  inquiries  concerning  the  election  by  corporations  under 
section  1372  of  the  1954  Code  to  have  the  corporate  income  taxed  directly  to  the 
shareholders,  the  Internal  Revenue  Service  released  the  following  questions  and 
answers: 

Question  1.  Does  section  1372(e)(5),  which  provides  for  a  termination  of  the 
election  for  any  year  in  which  the  corporation  derives  more  than  20  percent  of  its 
gross  receipts  from  rent,  prevent  an  effective  election  by  a  corporation  engaged  in 
the  operation  of  a  hotel  or  motel? 

Answer.  No.  The  income  derived  from  the  operation  of  a  hotel  or  motel, 
even  though  such  income  includes  charges  for  lodging  as  well  as  for  personal 
services,_is  not  considered  to  be  rent  as  that  term  is  used  in  section  1372(e)(5). 

Question  2.  Can  a  bank  or  a  licensed  personal  finance  company,  the  income  of 
which  consists  largely  of  interest  but  which  is  specifically  exempted  from  the 
personal  holding  company  provisions  of  the,  Internal  Revenue  Code,  make  an 
effective  election  under  section  1372? 

Answer.  No.  Under  the  provisions  of  section  1372(e)(5)  the  election  is 
terminated  for  any  year  in  which  any  corporation  derives  more  than  20  percent 
of  its  gross  receipts  from  interest,  and  no  exemption  from  the  operation  of  this 
provision  is  provided  for  a  bank  or  a  licensed  personal  finance  company. 

Question  3.  For  purposes  of  section  1371(a)  under  which  a  small-business 
corporation  cannot  have  more  than  10  shareholders  and  section  1372(a)  under 
which  all  the  shareholders  must  consent  to  the  election,  who  are  considered  share- 
holders, under  the  following  circumstances:  (a)  Stock  which  is  the  community 
property  of  a  husband  and  wife  under  the  community-property  law  of  a  State; 
(b)  stock  held  by  coowners,  tenants  by  the  entirety,  tenants  in  common  or  joint 
tenants;  and  (c)  stock  owned  by  two  or  more  minors  but  held  in  the  name  of  a 
guardian  or  custodian? 

Answer.  In  case  (a),  both  the  husband  and  wife  are  counted  as  shareholders,, 
and  both  must  consent  to  the  election.  In  case  (&),  each  coowner,  joint  tenant, 
etc.,  is  counted  as  a  shareholder  and  each  must  consent  to  the  election.  In  case  (c) , 
each  minor  is  counted  as  a  shareholder.  The  consent  of  the  minor  shall  be  given 
by  the  minor  or  by  his  legal  guardian,  or,  if  he  has  no  legal  guardian,  by  his  natural 
guardian. 
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Question  4.  If  stock  in  a  corporation  is  held  by  a  testamentary  trust,  is  the 
corporation  disqualified  under  section  1371(a)(2)? 

Answer.  Yes.  However,  before  the  stock  is  transferred  to  the  trust  by  the 
tjxecutor,  the  estate  (rather  than  the  trust)  would  be  the  shareholder  and  the 
corporation  could  make  the  election.  The  election  would  terminate,  however, 
upon  the  subsequent  transfer  of  the  stock  to  the  trust. 

Question  5.  If  stock  has  been  transferred  to  a  minor  under  the  Uniform  Gifts 
to  Minors  Act  or  the  Gifts  of  Securities  to  Minors  Act  is  such  stock  owned  by  a 
trust,  thereby  disqualifying  the  corporation  from  making  the  election  under 
section  1372? 

Answer.  No.  Even  though  a  form  of  fiduciary  relationship  is  created  by  gifts 
under  such  acts,  the  stock  is  considered  to  be  owned  by  an  individual  and  not  by 
a  trust. 

Question  6.  Is  the  requirement  of  only  one  class  of  stock  met  where  a  corpora- 
tion has  (a)  class  A  voting  common  stock  and  class  B  nonvoting  common  stock 
with  dividend  rights  and  liquidation  preferences  being  equal:  (6)  class  A  common 
and  class  B  common  with  equal  dividend  rights,  equal  liquidation  preferences, 
and  equal  voting  rights  except  that  each  class  has  the  right  to  elect  half  the  mem- 
bers of  the  board  of  directors;  and  (c)  authorized  but  unissued  preferred  stock  with 
only  one  class  of  common  outstanding? 

Answer.  In  case  (a) ,  the  corporation  is  considered  as  having  more  than  one  class 
of  stock  and  is  therefore  precluded  from  making  the  election  under  section  1372. 
In  case  (6),  the  corporation  is  considered  to  have  only  one  class  of  stock.  In 
case  (c),  the  corporation  is  considered  as  having  only  one  class  of  stock  and 
therefore  may  make  the  election  under  section  1372,  but  the  election  will  be 
terminated  in  any  year  in  which  any  of  the  authorized  preferred  stock  is  issued. 

For  further  information  on  the  making  of  an  election,  see  Treasury  Decision 
6317,  approved  September  22,  1958  (Federal  Register,  dated  Sept.  26,  1958,  or 
Internal  Revenue  Bulletin  1958-41,  p.  77,  dated  Oct.  13,  1958)  and  Form  2553, 
Election  by  Small  Business  Corporation.  (IRS-D.C.-43982) 


TECHNICAL    INFORMATION    RELEASE DECEMBER   23,    1958    (TIR-122) 

On  November  26,  1958,  the  Internal  Revenue  Service  issued  Technical  Infor- 
mation Release  No.  113  containing  several  questions  and  answers  with  respect  to 
the  election  by  corporations  under  section  1372  of  the  1954  Code  to  have  the 
corporate  income  taxed  directly  to  the  shareholders. 

In  the  answer  to  question  3  (a)  of  TIR  No.  113  it  was  stated  that,  with  respect 
to  stock  which  is  the  community  property  of  the  husband  and  wife  under  the 
community  property  law  of  a  State,  both  the  husband  and  wife  are  counted  as 
shareholders,  and  both  must  consent  to  the  election  by  the  corporation.  The 
IRS  said  today  that  an  election  under  section  1372,  which  was  timely  filed  on  or 
before  December  1,  1958,  and  which  would  be  valid  but  for  the  fact  that  a  consent 
was  tiniely  filed  by  only  one  of  the  spouses  in  community  property  States,  would 
not  be  treated  as  invalid  solely  by  virtue  of  the  failure  of  both  spouses  to  consent, 
provided  a  consent  is  filed  by  the  other  spouse  on  or  before  February  2,  1959.  _ 

The  consent  may  be  made  by  filing  a  statement  signed  by  the  shareholder  in 
which  the  shareholder  consents  to  the  election  of  the  corporation  under  section 
1372  (a).  The  statement  shall  set  forth  the  name  and  address  of  the  corporation 
and  the  shareholder,  the  number  of  shares  owned  by  the  shareholder  and  his 
spouse,  and  the  date  (or  dates)  on  which  such  stock  was  acquired.  The  statement 
shall  be  filed  with  the  district  director  of  internal  revenue  with  whom  the  election 
by  the  corporation  was  filed.  (IRS-D.C.-44671) 

Temporary  Rules  Relating  to  Election  of  Small  Business  Corporations 
(Treasury  Decision  6317,  Sept.  25,  1958) 

Section  18.1-1.  Election  of  Certain  Small  Business  Corporations. — 
(a)  In  general. — Section  64  of  the  Technical  Amendments  Act  of  1958  (72  Stat. 
1650)  amends  the  Internal  Revenue  Code  of  1954  by  adding  at  the  end  of  chapter 
1  a  new  subchapter  S,  com.p rising  sections  1371  through  1377,  and  by  adding  a 
new  section  6037,  relating  to  information  returns.  Subchapter  S  permits  a  "small 
business  corporation"  (as  defined  in  section  1371(a))  to  elect  under  section  1372(a) 
(with  the  consent  of  all  its  shareholders)  not  to  be  subject  to  the  income  tax 
imposed  by  chapter  1.  The  election  may  be  made  only  if  the  corporation  is  a 
domestic  corporation;  is  not  a  member  of  an  aflfiliated  group  of  corporations  (as 
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defined  in  section  1504) ;  and  does  not  have  (1)  more  than  one  class  of  stock,  (2) 
more  than  10  shareholders,  (3)  a  shareholder  (other  than  an  estate)  who  is  not 
an  indivi'^ual,  or  (4)  a  shareholder  who  is  a  nonresident  alien.  An  election  under 
section  1372(a)  may  be  made  only  with  respect  to  a  taxable  year  beginning  after 
December  31,  1957,  and  ending  after  September  2,  1958.  The  election  shall  be 
effective  for  the  taxable  yeiar  of  the  corporation  for  which  it  is  made  and  for  all 
succeeding  taxable  years  unless  it  is  terminated  under  section  1372(e).  The 
taxable  income  of  an  electing  small  business  corporation,  to  the  extent  that  it 
exceeds  dividen'^s  distributed  in  m.oney  out  of  earnine-s  and  profits  of  the  taxable 
year,  is  taxed  directly  to  the  shareholders  to  the  extent  that  it  would  have  con- 
stituted a  dividend  if  it  had  been  distributed  on  the  last  day  of  the  corporation's 
taxable  year. 

(b)  Manner  of  making  election. — (1)  In  general. — The  election  under  section 
1372(a)  should  be  made  by  the  corporation  by  filing  Form  2553,  containing  the 
inform.ation  required  by  such  form,  and  by  filing,  in  the  manner  provided  in  sub- 
paragraph (3)  of  this  paragraph,  a  statement  of  the  consent  of  each  shareholder 
of  the  corporation.  If  the  Form.  2553  is  not  available,  the  election  ro.ay  be  made 
by  filing  a  statero.ent  containing  the  inform.ation  required  by  Form  2653.  Copies 
of  Form  2553  or  a  description  of  the  information  required  by  such  form  will  be 
furnished  by  district  directors  upon  request.  The  election  shall  be  signed  by  the 
person  or  persons  who  are  authorized  to  sign  the  return  required  under  section 
6037  and  shall  be  filed  with  the  district  director  Vtith  whom  such  return  is  to  be 
filed. 

(2)  Time  of  making  election. — (i)  Except  as  provided  in  subdivision  (ii)  of  this 
subparagraph,  the  election  under  section  1372(a)  and  subparagraph  (1)  of  this 
paragraph  shall  be  filed  for  any  taxable  year  either  (a)  during  the  first  calendar 
month  of  such  taxable  year,  or  (b)  during  the  calendar  month  preceding  such 
first  calendar  month. 

(ii)  For  any  taxable  year  of  a  corporation  which  begins  after  December  31, 
1957,  and  before  September  3,  1958,  and  which  ends  after  September  2,  1958, 
the  election  under  section  1372(a)  and  subparagraph  (1)  of  this  paragraph  shall 
be  made  on  or  before  December  1,  1958,  or  on  or  before  the  last  day  of  the  corpora- 
tion's taxable  year,  whichever  is  earlier.  An  election  for  such  taxable  year  may 
be  made,  however,  only  if  the  corporation  has  been  a  small  business  corporation 
(as  defined  in  section  1371(a))  on  each  day  after  September  2,  1958,  and  before 
the  day  of  election. 

(3)  Statement  of  shareholder  consent. — (i)  An  election  under  section  1372(a) 
shall  be  valid  only  if  all  persons  who  are  shareholders  of  the  corporation  on  the 
first  day  of  the  corporation's  taxable  year,  or  on  the  day  of  election  (whichever  is 
later)  consent  to  such  election.  Such  shareholder  consent  shall  be  in  the  form  of 
a  statement  signed  by  the  shareholders  in  which  each  such  shareholder  consents 
to  the  election  of  the  corporation  under  section  1372(a).  The  statement  shall  set 
forth  the  name  and  address  of  the  corporation  and  of  each  shareholder,  the  num- 
ber of  shares  of  stock  owned  by  each  shareholder,  and  the  date  (or  dates)  on  which 
such  stock  was  acquired.  The  consents  of  all  shareholders  shall  be  attached  to 
the  election  of  the  corporation  filed  with  the  district  director.  If  the  election  is 
made  before  the  first  day  of  the  corporation's  taxable  year,  the  consents  of  persons 
who  become  shareholders  after  the  date  of  election  and  on  or  before  such  first 
day  shall  be  filed  with  the  district  director  with  whom  the  election  was  filed  as 
soon  as  practicable  after  such  first  day.  In  the  case  of  a  consent  filed  after  the 
date  of  election,  a  copy  of  the  consent  shall  be  filed  with  the  return  required  to 
be  filed  under  section  6037.  In  no  event  will  an  election  under  section  1372(a) 
be  valid  if  the  consents  are  filed  after  the  last  day  prescribed  for  making  the 
election. 

(c)  New  shareholders. — Section  1372(e)(1)  provides  that  an  election  under  sec- 
tion 1372(a)  shall  terminate  if  any  person  who  was  not  a  shareholder  on  the  first 
day  of  the  first  taxable  year  for  which  the  election  is  effective,  or  on  the  day  on 
which  the  election  is  made  (whichever  is  later),  becomes  a  shareholder  and  does 
not  consent  to  the  election  under  section  1372(a).  Such  termination  shall  be 
effective  for  the  taxable  year  of  the  corporation  in  which  such  person  becomes  a 
shareholder  and  for  all  succeeding  taxable  years  of  such  corporation.  Any  such 
consent  by  a  new  shareholder  shall  be  made  in  a  statement  filed  with  the  district 
director  with  whom  the  election  was  filed.  Such  statement  of  consent  shall  be 
filed  within  a  period  of  30  days  beginning  on  the  day  on  which  such  person  becomes 
a  new  shareholder.  Such  statement  shall  state  that  such  person  consents  to  the 
election  under  section  1372(a)  and  shall  contain  the  name  and  address  of  the  cor- 
poration and  of  such  person,  the  number  of  shares  of  stock  owned  by  such  person. 
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the  date  on  which  such  shares  were  acquired,  and  the  name  and  address  of  each 
person  from  whom  such  shares  were  acquired.  A  copy  of  the  consent  of  a  new 
shareholder  shall  be  filed  with  the  return  required  to  be  filed  under  section  6037 
for  the  taxable  year  to  which  such  consent  applies. 

(d)  Revocation  of  election. — Under  section  1372(e)(2)  an  election  under  section 
1372(a)  may  be  revoked  by  the  corporation  (with  the  consent  of  all  its  share- 
holders) for  any  taxable  year  of  the  corporation  after  the  first  taxable  year  for 
which  the  election  is  effective.  Such  revocation  shall  be  made  by  the  corporation 
by  filing  a  statement  that  the  corporation  revokes  the  election  made  under  section 
1372(a).  The  statement  shall  be  signed  by  the  person  or  persons  who  are  author- 
ized to  siffn  the  return  of  the  corporation  required  under  section  6037  and  shall  be 
filed  with  the  district  director  with  whom  the  election  was  filed.  In  addition, 
there  shall  be  attached  to  the  statement  of  revocation  a  statement  of  consent, 
signed  by  each  person  who  is  a  shareholder  of  the  corporation  on  the  day  on  which 
such  statement  of  revocation  is  filed,  in  which  each  such  shareholder  consents  to 
the  revocation  by  the  corporation  of  the  election  under  section  1372(a).  Such 
revocation,  if  made  before  the  close  of  the  first  month  of  the  corporation's  taxable 
year,  shall  be  effective  for  the  taxable  year  in  which  the  revocation  is  made  and 
for  all  succeeding  taxable  years  of  the  corporation.  If  the  revocation  is  made 
after  the  close  of  the  first  month  of  the  corporation's  taxable  year,  such  revoca- 
tion shall  be  effective  for  the  taxable  year  of  the  corporation  following  that  in 
which  the  revocation  is  made  and  for  all  succeeding  taxable  years  of  the 
corporation. 

(e)  Return  of  electing  small  business  corporation. — Section  6037  of  the  1954  Code 
requires  that  every  electing  small  business  corporation  (as  defined  in  section 
1371(b))  shall  make  a  return  for  each  taxable  year  for  which  the  election  is 
effective.  The  return  shall  be  filed  on  such  form  as  shall  be  prescribed  therefor 
and  shall  contain  the  information  required  by  section  6037  and  by  such  form. 
The  return  shall  be  signed  by  the  person  or  persons  who  are  authorized  to  sign 
a  return  under  section  6062  and  shall  be  filed  with  the  district  director  with  whom 
the  income  tax  return  of  the  corporation  would  be  filed  if  the  corporation  were 
subject  to  the  tax  imposed  by  chapter  1.  The  return  required  under  section  6037 
shall  be  filed  on  or  before  the  15th  day  of  the  third  month  following  the  close  of 
the  taxable  year  of  the  corporation. 

Proposed  Regulations  of  the  Treasury  Department  in  Connection  With 
Small  Business  Corporations  (March  12,   1959) 

DEPARTMENT  OF  THE  TREASURY 

Internal  Revenue  Service 

[26  CFR  (1954)  Part  1] 

Income  Tax;  Taxable  Years  Beginning  After  December  31,  1953 

notice  of  proposed  rulemaking 

Notice  is  hereby  given,  pursuant  to  the  Administrative  Procedure  Act,  apprqved 
June  11,  1946,  that  the  regulations  set  forth  in  tentative  form  below  are  proposed 
to  be  prescribed  by  the  Commissioner  of  Internal  Revenue,  with  the  approval  of 
the  Secretary  of  the  Treasury  or  his  delegate.  Prior  to  the  final  adoption  of  such 
regulations,  consideration  will  be  given  to  any  comments  or  suggestions  pertaining 
thereto  which  are  submitted  in  "writing,  in  duplicate,  to  the  Commissioner  of 
Internal  Revenue,  Attention:  T:P_,  Washington  25,  D.C.,  within  the  period  of 
30  days  from  the  date  of  publication  of  this  notice  in  the  Federal  Register. 
Any  person  submitting  written  comments  or  suggestions  who  desires  an  oppor- 
tunity to  comment  orally  at  a  public  hearing  on  these  proposed  regulations  should 
submit  his  request,  in  writing,  to  the  Commissioner  within  the  30-day  period. 
In  such  a  case,  a  public  hearing  will  be  held,  and  notice  of  the  time,  place,  and 
date  will  be  published  in  a  subsequent  issue  of  the  Federal  Register.  The 
proposed  regulations  are  to  be  issued  under  the  authority  contained  in  section 
7805  of  the  Internal  Revenue  Code  of  1954  (68A  Stat.  917;  26  U.S  C.  7805). 

[seal]  Dana  Latham, 

Commissioner  of  Internal  Revenue. 

The  regujfations  set  forth  in  paragraph  1  below  are  hereby  prescribed  under 
subchapter  S  of  chapter  1  of  the  Internal  Revenue  Code  of  1954.    The  regulations 
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set  forth  in  paragraph  2  below  are  hereby  prescribed  under  section  6037  of  such 
Code.  Section  1.442-1  of  the  Income  Tax  Regulations  (26  CFR  1.442-1)  is 
hereby  amended  as  set  for  in  paragraph  3  below.  Except  as  specifically  provided 
otherwise,  these  regulations  are  applicable  for  taxable  years  beginning  after 
December  31,  1957. 

Paragbaph  1.  The  following  regulations  are  hereby  prescribed  under  sub- 
chapter S  of  chapter  1  of  the  Internal  Revenue  Code  of  1954: 

Election  of  Ceetain  Small  Business  Corpoeations  as  to  Taxable  Status 
Sec. 

1.1371  Statutory  provisions;  definitions. 
1.1371-1  Definition  of  small  business  corporation. 
1.1371-2  Definition  of  electing  small  business  corporation. 

1.1372  Statutory  provisions;  election  by  small  business  corporation. 
1.1372-1  Election  by  small  business  corporation. 

1.1372-2  Manner  and  time  for  making  election  and  filing  shareholders'  consent. 

1.1372-3  Shareholders'  consent. 

1.1372-4  Termination  of  election. 

1.1372-5  Election  after  termination. 

1.1373  Statutory  provisions;  corporation  undistributed  taxable  income  taxed  to  shareholders. 
1.1373-1  Corporation  undistributed  taxable  income  taxed  to  shareholders. 

1.1374  Statutory  provisions;  corporation  net  operating  loss  allowed  to  shareholders. 
1.1374-1  Net  operating  losses  involving  electing  small  business  corporations. 
1.1374-2  Application  with  other  provisions. 

1.1374-3    Pre-1958  taxable  years. 
1.1374-4    Examples. 

1.1375  Statutory  provisions;  special  rules  applicable  to  distributions  of  electing  small  business  corpo- 

rations. 

1.1375-1  Special  rules  applicable  to  capital  gains. 

1.1375-2  Dividends  received  exclusive  and  credit  not  allowed. 

1.1375-3  Treatment  of  family  groups. 

1.1376-4  Distributions  of  previously  taxed  income. 

1.1376  Statutory  provisions;  adjustment  to  basis  of  stock  of,  and  indebtedness  owing,  shareholders. 
1.1376-1  Adjustment  to  basis  of  stock  of,  and  indebtedness  to,  shareholders. 

1.1376-2    Reduction  in  basis  of  stock  and  indebtedness. 

1.1377  Statutory  provisions;  special  rules  applicable  to  earnings  and  profits  of  electing  small  business 

corporations. 
1.1377-1    Reduction  of  earnings  and  profits  for  undistributed  taxable  income. 
1.1377-2    Current  earnings  and  profits  not  reduced  by  any  amount  not  allowable  as  a  deduction. 
1.1377-3    Earnings  and  profits  not  affected  by  net  operating  loss. 

Election  op  Certain  Small  Business  Cobporations  as  to  Taxable  Status 

§  1.1371  Statutory  provisions;  definitions. 

"Sec.  1371.  Definitions — (a)  Small  business  corporation.  For  purposes  of 
this  subchapter,  the  term  "small  business  corporation"  means  a  domestic  cor- 
poration which  is  not  a  member  of  an  affiliated  group  (as  defined  in  section  1504) 
and  which  does  not — 

"(1)   Have  more  than  10  shareholders; 

"(2"!   Have  as  a  shareholder  a  person  (other  than  an  estate)  who  is  not  au 
individual; 

"(3)   Have  a  nonresident  alien  as  a  shareholder;  and 
"(4)   Have  more  than  one  class  of  stock. 
"(b)   Electing  small  business  corporation.     For  purposes  of  this  subchapter,  the 
term  "electing  small  business  corporation"  means,  with  respect  to  any  taxable 
year,  a  small  business  corporation  which  has  made  an  election  under  section 
1372(a)  which,  under  section  1372,  is  in  effect  for  such  taxable  year." 

[Sec.  1371  as  added  by  see.  64(a),  Technical  Amendments  Act,  1958  (72  Stat.  1650)] 
§  1.1371-1  Definition  of  small  business  corporation. 

(a)  In  general.  For  purposes  of  subchapter  S  of  chapter  1  of  the  Code,  and 
§§  1.1371  through  1.1377,  the  term  "small  business  corporation"  means  a  domestic 
corporation  which  is  not  a  member  of  an  affiliated  group  of  corporations  (as 
defined  in  section  1504)  and  which  does  not  have — 

(1)  More  than  10  shareholders, 

(2)  As  a  shareholder  a  person  (other  than  an  estate)  who  is  not  an  indi- 
vidual, 

(3)  A  nonresident  alien  as  a  shareholder,  and 

(4)  More  than  one  class  of  stock. 

(6)  Domestic  corporation.  The  term  "domestic  corporation,"  as  used  in  section 
1371(a),  means  a  corporation  as  defined  in  section  7701(a)  (3)  created  or  organized 
in  the  United  States  or  under  the  law  of  the  United  States  or  of  any  State  or 
Territory.  The  term  does  not  include  an  unincorporated  business  enterprise 
electing  to  be  taxed  as  a  domestic  corporation  under  section  1361. 
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(c)  Member  of  an' affiliated  group.  A  corporation  which  is  a  member  of  an 
afiBliated  group  of  corporations,  as  defined  in  section  1504,  is  not  a  small  business 
corporation,  whether  or  not  such  affiliated  group  has  ever  filed  a  consolidated 
return.  However,  under  section  1504(b)  (8)  an  electing  small  business  corporation 
is  excluded  from  the  definition  of  "includible  corporation."  Thus,  if  a  cor- 
poration which  qualifies  as  a  small  business  corporation  under  section  1371  makes 
the  election  provided  in  section  1372  and  after  the  date  on  which  the  qualifications 
must  be  met  acquires  ownership  of  80  percent  or  more  of  the  voting  stock  and  of 
each  class  of  non-voting  stock  of  another  corporation,  it  will  not  be  considered  a 
member  of  an  affiliated  group  and  will  not  cease  to  be  a  small  business  corporation 
solely  by  virtue  of  its  subsequent  acquisition  of  the  subsidiary  corporation. 

(d)  Number  of  shareholders.  A  corporation  does  not  qualify  as  a  small  business 
corporation  if  it  has  more  than  10  shareholders.  Ordinarily,  the  persons  who 
would  have  to  include  in  gross  income  dividends  distributed  -v\lth  respect  to  the 
stock  of  the  corporation  are  considered  to  be  the  shareholders  of  the  corporation. 
For  example,  if  stock  is  owned  as  community  property  or  by  tenants  in  common, 
joint  tenants,  or  tenants  by  the  entirety,  each  person  having  a  community  interest 
in  such  stock  and  each  tenant  in  common,  joint  tenant,  or  tenant  by  the  entirety 
is  generally  considered  a  shareholder.  Persons  for  whom  stock  in  a  corporation 
is  held  by  a  nominee,  agent,  guardian,  or  custodian  will  generally  be  considered 
shareholders  of  the  corporation.  In  the  case  of  a  voting  trust  which  is  not  subject 
to  the  provisions  of  subchapter  J  of  chapter  1  of  the  Code,  the  beneficial  owners 
(rather  than  the  trust)  are  considered  the  shareholders.^  However,  if  stock  is 
owned  by  a  trust  which  is  subject  to  the  provisions  of  subchapter  J  of  chapter  1 
of  the  Code,  the  trust  is  considered  the  shareholder  even  though  the  dividends 
paid  to  the  trust  are  includible  directly  in  the  income  of  the  grantor  or  some  other 
person  under  subpart  E  of  such  subchapter  J,  and  if  stock  is  owned  by  a  partner- 
ship, such  partnership  and  not  its  partners  is  considered  to  be  the  shareholder.' 

(e)  Shareholders  must  be  individuals  or  estates.  A  corporation  in  which  any 
shareholder  is  a  corporation,  trust,  or  partnership  does  not  qualify  as  a  small 
business  corporation.  The  word  "trust"  as  used  in  this  paragraph  means  all 
trusts  subject  to  the  provisions  of  subchapter  J  of  chapter  1  of  the  Code,  including 
subpart  E  thereof.'  Thus,  even  though  the  grantor  is  treated  as  the  owner  of 
all  or  any  part  of  a  trust,  the  corporation  in  which  such  trust  is  a  shareholder  does 
not  meet  the  qualifications  of  a  small  business  corporation. 

(f)  No  nonresident  alien  shareholder.  A  corporation  having  a  nonresident  alien 
shareholder  does  not  qualify  as  a  small  business  corporation. 

(g)  Classes  of  stock.  A  corporation  having  more  than  one  class  of  stock  does  not 
qualify  as  a  small  business  corporation.  In  determining  whether  a  corporation 
has  more  than  one  class  of  stock,  only  stock  which  is  issued  and  outstanding  is 
considered.  Therefore,  treasury  stock  and  unissued  stock  of  a  different  class 
than  that  held  by  the  shareholders  will  not  disqualify  a  corporation  under  section 
1371(a)  (4).  If  the  outstanding  shares  of  stock  of  the  corporation  (including  stock 
which  is  improperly  designated  as  a  debt  obligation)  are  not  identical  with  respect 
to  the  rights  and  interest  which  they  convey  in  the  control,  profits,  and  assets  of 
the  corporation,  then  the  corporation  is  considered  to  have  more  than  one  class 
of  stock.  Thus,  a  difference  as  to  voting  rights,  dividend  rights,  or  liquidation 
preferences  of  outstanding  stock  will  disqualify  a  corporation.  However,  if  two 
or  more  groups  of  shares  are  identical  in  every  respect  except  that  each  group  has 
the  right  to  elect  members  of  the  board  of  directors  in  a  number  proportionate  to 
the  number  of  shares  in  each  group,  they  are  considered  one  class  of  stock. 

§  1.1371-2     Definition  of  electing  small  business  corporation. 

Section  1371(b)  defines  an  electing  small  business  corporation  in  terms  of  a 
particular  taxable  year.  If  a  small  business  corporation,  as  defined  in  section 
1371(a),  has  made  an  election  under  section  1372(a),  and  such  election  is  in 
effect  for  the  taxable  year  in  question,  then  the  corporation  is  an  electing  small 
business  corporation  for  such  taxable  year.  A  corporation  is  not  an  electing  small 
business  corporation  as  to  a  particular  taxable  year  if  it  was  ineligible  to  make 
the  election  or  if  a  termination  under  section  1372(e)  is  effective  as  to  such  taxable 
year. 

§  1.1372     Statutory  provisions;  election  by  small  business  corporation. 

"Sec.  1372.  Election  by  small  business  corporation — (a)  Eligibility.  Except  as 
provided  in  subsection  (f ) ,  any  small  business  corporation  may  elect,  in  accordance 
with  the  provisions  of  this  section,  not  to  be  subject  to  the  taxes  imposed  by  this 

1  See  changes  made  in  Notice  of  Proposed  Rule  Making  issued  March  17,  1959,  which  follows. 
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chapter.     Such  election  shall  be  valid  only  if  all  persons  who  are  shareholders  in 
such  corporation — 

"(1)  On  the  first  day  of  the  first  taxable  year  for  which  such  election  is 
eflfective,  if  such  election  is  made  on  or  before  such  first  day,  or 

"(2)   On  the  day  on  which  the  election  is  made,  if  the  election  is  made  after 
such  first  day, 
consent  to   such  election. 

"(b)  Effect.  If  a  small  business  corporation  makes  an  election  under  subsection 
(a),  then — ■ 

"(1)  With  respect  to  the  taxable  years  of  the  corporation  for  which  such 
election  is  in  effect,  such  corporation  shall  not  be  subject  to  the  taxes  imposed 
by  this  chapter  and,  with  respect  to  such  taxable  years  and  all  succeeding 
taxable  years,  the  provisions  of  section  1377  shall  apply  to  such  corporation, 
and 

"(2)   With  respect  to  the  taxable  years  of  a  shareholder  of  such  corporation 

in  which  or  with  which  the  taxable  years  of  the  corporation  for  which  such 

election  is  in  effect  end,  the  provisions  of  sections  1373,  1374,  and  1375  shall 

apply  to  such  shareholder,  and  with  respect  to  such  taxable  years  and  all 

succeeding  taxable  years,  the  provisions  of  section  1376  shall  apply  to  such 

shareholder. 

"(c)    V/here  and  how  made — (1)  In  general.     An  election  under  subsection  (a) 

may  be  made  by  a  small  business  corporation  for  any  taxable  year  at  any  time 

during  the  first  month  of  such  taxable  year,  or  at  any  time  during  the  month 

preceding  such  first  month.     Such  election  shall  be  made  in  such  manner  as  the 

Secretary  or  his  delegate  shall  prescribe  by  regulations. 

"(2)  Taxable  years  beginning  before  date  of  enact?nent.  An  election  may  be  made 
under  subsection  (a)  by  a  small  business  corporation  for  its  first  taxable  year 
which  begins  after  December  31,  1957,  and  on  or  before  the  date  of  the  enactment 
of  this  subchapter,  and  ends  after  such  date  at  any  time — • 

"(A)  Within  the  90-day  period  beginning  on  the  day  after  the  date  of  the 
enactment  of  this  subchapter,  or 

"(B)  If  its  taxable  year  ends  within  such  90-day  period,  before  the  close  of 
such  taxable  year. 
An  election  may  be  made  pursuant  to  this  paragraph  only  if  the  small  business 
corporation  has  been  a  small  business  corporation  (as  defined  in  section  1371(a)) 
on  each  day  after  the  date  of  the  enactment  of  this  subchapter  and  before  the  day 
of  such  election. 

"(d)  Years  for  which  effective.  An  election  under  subsection  (a)  shall,  be  effective 
for  the  taxable  year  of  the  corporation  for  which  it  is  made  and  for  all  succeeding 
taxable  years  of  the  corporation,  unless  it  is  terminated,  with  respect  to  any  such 
taxable  year,  under  subsection  (e) . 

"(e)  Termination — (1)  New  shareholders.  An  election  under  subsection  (a) 
■made  by  a  small  business  corporation  shall  terminate  if  any  person  who  was  not  a 
shareholder  in  such  corporation — 

"(A)  On  the  first  day  of  the  first  taxable  year  of  the  corporation  for  which 

the  election  is  effective,  if  such  election  is  made  on  or  before  such  first  day,  or 

''(B)  On  the  day  on  which  the  election  is  made,  if  such  election  is  made 

after  such  first  day, 

becomes  a  shareholder  in  such  corporation  and  does  not  consent  to  such  election 

within  such  time  as  the  Secretary  or  his  delegate  shall  prescribe  by  regulations. 

Such  termination  shall  be  effective  for  the  taxable  year  of  the  corporation  in  which 

such  person  becomes  a  shareholder  in  the  corporation  and  for  all  succeeding 

taxable  years  of  the  corporation. 

"(2)  Revocation.  An  election  under  subsection  (a)  made  by  a  small  business 
corporation  may  be  revoked  by  it  for  any  taxable  year  of  the  corporation  after  the 
first  taxable  year  for  which  the  election  is  effective.  An  election  may  be  revoked 
only  if  all  persons  who  are  shareholders  in  the  corporation  on  the  day  on  wtiich  the 
revocation  is  made  consent  to  the  revocation.  A  revocation  under  this  p3.ragraph 
shall  be  effective — 

"(A)  For  the  taxable  year  in  which  made,  if  made  before  the  close  of  the 
first  month  of  such  taxable  year, 

"(B)  For  the  taxable  year  following  the  taxable  year  in  which  made,  if 

made  after  the  close  of  such  first  month,  and  for  all  succeeding  taxable  years 

of  the  corporation.     Such  revocation  shall  be  made  in  such  manner  as  the 

Secretary  or  his  delegate  shall  prescribe  by  regulations. 

"(3)  Ceases  to  be  small  business  corporation.     An  election  under  subsection  (a) 

made  by  a  small  business  corporation  shall  terminate  if  at  any  time — ■ 
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"(A)  After  the  first  day  of  the  first  taxable  year  of  the  corporation  for  which 
the  election  is  effective,  if  such  election  is  made  on  or  before  such  first  day,  or 
"(B)  After  the  day  on  which  the  election  is  made,  if  such  election  is  made 
a;fter  such  first  day, 
the  corporation  ceases  to  be  a  small  business  corporation  (as  defined  in  section 
1371(a)).     Such  termination  shall  be  effective  for  the  taxable  year  of  the  corpora- 
tion in  which  the  corporation  ceases  to  be  a  small  business  corporation  and  for  all 
succeeding  taxable  years  of  the  corporation. 

"(4)  Foreign  income.  An  election  under  subsection  (a)  made  by  a  small  business 
corporation  shall  terminate  if  for  any  taxable  year  of  the  corporation  for  which  the 
electiori  is  in  effect,  such  corporation  derives  more  than  80  percent  of  its  gross 
receipts  from  sources  outside  the  United  States.  Such  termination  shall  be  effec- 
tive for  the  taxable  year  of  the  corporation  in  which  it  derives  more  than  80 
percent  of  its  gross  receipts  from  sources  outside  the  United  States,  and  for  all 
succeeding  taxable  years  of  the  corporation. 

"(5)  Personal  holding  company  income.  An  election  under  subsection  (a)  made 
by  a  small  business  corporation  shall  terminate  if,  for  any  taxable  year  of  the 
corporation  for  which  the  election  is  in  effect,  such  corporation  has  gross  receipts 
more  than  20,  percent  of  which  is  derived  from  royalties,  rents,  dividends,  inter- 
est, annuities,  and  sales  or  exchanges  of  stock  or  securities  (gross  receipts  from  such 
sales  or  exchanges  being  taken  into  account  for  purposes  of  this  paragraph  only 
to  the  extent  of  gains  therefrom).  Such  termination  shall  be  effective  for  the 
taxable, year  of  the  corporation  in  which  it  has  gross  receipts  of  such  amount,  aiid 
for  all  succeeding  taxable  years  of  the  corporation. 

"(f)  Election  after  termination.  Is  a  small  business  corporation  has  made  an 
election  under  subsection  (a)  and  if  such  election  has  been  terminated  or  revoked 
under  subsection  (e),  such  corporation  (and  any  successor  corporation)  shall  not 
be  eligible  to  make  an  election  under  subsection  (a)  for  any  taxable  year  prior  to 
its  fifth  taxable  year  which  begins  after  the  first  taxable  year  for  which  such  ter- 
mination or  revocation  is  effective,  unless  the  Secretary  or  h^s  delegate  consents 
to  such  election," 

[See.  1372  as  added  by  sec.  64(a),  Teelmical  Amendments  Act  1958  (72  Stat.  1650)] 

§  1.1372-1     Election  by  small  business  corporation. 

(a)  Eligibility.  (1)  Under  section  1372  an  eligible  small  business  corporation 
may  elect  not  to  be  subject  to  the  taxes  imposed  by  chapter  1  of  the  Code.  The 
qualifications  of  a  small  business  corporation  must  be  met  as  of  the  first  day  of 
the  first  taxable  year  of  the  corporation  for  which  the  election  is  to  be  effective 
and  on  the  date  of  election,  unless  the  election  is  made  after  such  first  day,  in 
which  case,  the  qualification  need  not  exist  prior  to  the  date  of  election.  For 
example,  the  existence  of  a  corporate  shareholder  or  a  nonresident  alien  as  a 
shareholder  prior  to  the  date  of  election  does  not  preclude  qualification.  How- 
ever, if  the  election  is  made  for  a  taxable  year  beginning  before  September  3,  1958, 
the  qualifications  must  be  met  on  such  date  and  on  each  day  after  such  date  and 
before  the  date  of  election.  The  election  by  a  small  business  corporation  is  valid 
only  if  all  the  shareholders  in  the  corporation  on  the  first  day  of  the  first  taxable 
year  for  which  the  election  is  to  be  effective,  or  on  the  date  of  election,  whichever 
is  later,  consent  to  such  election.  See  §  1.1372-3,  relating  to  shareholders'  con- 
sents. 

(2)  A  corporation  is  not  eligible  to  make  an  election  under  section  1372(a) 
if  it  is  in  the  process  of  complete  or  partial  liquidation,  if  it  has  adopted  a  plan 
of  such  liquidation,  or  if  it  contemplates  such  liquidation  or  the  adoption  of  a 
plan  of  such  liquidation  in  the  near  future. 

(b)  Effect  of  election — -(1)  Effect  on  corporation.  The  effect  on  a  small  busi- 
ness corporation  of  a  valid  election  under  section  1372  is  to  exempt  such  corpora- 
tion from  the  taxes  imposed  by  chapter  1  of  the  Code  with  respect  to  taxable  years 
of  the  corporation  for  which  the  election  is  in  effect  and  to  subject  the  corporation 
with  respect  to  such  taxable  years  and  all  its  subsequent  taxable  years  to  section 
1377,  relating  to  special  rules  for  computing  the  earnings  and  profits  of  an  elect- 
ing small  business  corporation. 

(2)  Effect  on  shareholders.  The  effect  of  a  valid  election  by  the  corporation  is 
to  subject  the  shareholders  to  the  provisions  of  section  1373  (providing  for  the 
taxation  of  the  corporation's  undistributed  taxable  income  to  the  shareholders), 
section  1374  (allowing  the  net  operating  loss  of  the  electing  corporation  to  the 
shareholders),  section  1375  (relating  to  special  rules  applicable  to  distributions 
-of  an  electing  small  business  corporation),  and  section  1376  (relating  to  adjust- 
ment to  basis  of  stock  of,  and  indebtedness  owing,  shareholders) .     The  provisJORS 
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of  sections  1373,  1374,  and  1375  apply  only  to  a  taxable  year  of  the  shareholder 
affected  by  the  election.  Section  1376  applies  to  such  taxable  year  and  all  suc- 
ceeding taxable  years  of  the  shareholder.  A  person  who  ceased  to  be  a  shareholder 
during  the  first  month  of  the  corporation's  taxable  year  in  which  a  valid  election  is 
made,  but  prior  to  the  date  of  elections,  is  subject  to  the  provision  of  sections 
1374,  1375,  and  1376  even  though  such  person  is  not  an  individual  or  an  estate. 

(c)  Other  chapter  1  rules  applicable.  To  the  extent  that  other  provisions  of 
chapter  1  of  the  Code  are  not  inconsistent  with  those  under  subchapter  S  thereof 
and  the  regulations  thereunder,  such  provisions  will  apply  with  respect  to  both 
the  electing  small  business  corporation  and  its  shareholders  in  the  same  manner 
that  they  would  apply  had  no  election  been  made.     For  example: 

(1)  Taxable  income  of  an  electing  small  business  corporation  is  computed  in  the 
same  manner  that  it  would  have  been  had  no  election  been  made  except  as  other- 
wise provided  in  section  1373(d);  i 

(2)  Section  301,  relating  to  distributions  of  property,  applies  to  distributions 
of  an  electing  small  business  corporation  in  the  same  manner  that  it  would  apply 
had  no  election  been  made; 

(3)  Sections  302,  303,  304,  and  331  are  applicable  to  distributions  by  an  electing 
small  business  corporation  that  are  treated  as  distributions  in  exchange  for  stock; 

(4)  Section  305  applies  to  distributions  by  an  electing  small  business  corporation 
of  its  own  stock; 

(5)  Section  311  applies  to  distributions  by  an  electing  small  business  corpora- 
tion; 

(6)  Except  as  provided  in  section  1377,  earnings  and  profits  of  an  electing  small 
business  corporation  are  computed  in  the  same  manner  that  they  would  have  been 
computed  had  no  election  been  made ; 

(7)  Section  316,  relating  to  the  definition  of  a  dividend,  applies  to  distributions 
by  an  electing  small  business  corporation  except  as  provided  in  section  1375  (d)  (1), 
relating  to  distributions  of  previously  taxed  income  (see  paragraphs  (d)  and  (e)  of 
§  1.1373-1  for  rules  relating  to  allocation  of  current  earnings  and  profits  to  dis- 
tributions during  the  taxable  year) ;  and 

(8)  Section  341,  relating  to  collapsible  corporations,  may  apply  to  gain  on  the 
sale  or  exchange  of,  or  a  distribution  which  is  in  exchange  for,  stock  in  an  electing 
small  business  corporation. 

§  1.1372-2     Manner  and  time  for  making  election  and  filing  shareholders'  consent. 

(a)  Manner  of  making  election.  The  election  of  a  small  business  corporation 
should  be  made  by  the  corporation  by  filing  Form  2553,  containing  the  infor- 
mation required  by  such  form,  and  by  filing,  in  the  manner  provided  in  §  1.1372-3, 
a  statement  of  the  consent  of  each  shareholder  of  the  corporation.  The  election 
form  shall  be  signed  by  any  person  who  is  authorized  to  sign  the  return  required 
under  section  6037  and  shall  be  filed  with  the  district  director  with  whom  such 
return  is  to  be  filed. 

(b)  Time  of  making  election— {1)  Taxable  years  beginning  on  or  after  September  3, 
1968.  For  taxable  years  beginning  on  or  after  September  3,  1958,  the  election 
shall  be  filed  either  (i)  during  the  first  month  of  such  taxable  year,  or  (ii)  during 
the  month  preceding  such  first  month.  In  the  case  of  a  new  corporation  whose 
taxable  year  begins  after  the  first  day  of  a  particular  month,  the  term  "month" 
means  the  period  commencing  with  the  beginning  of  the  first  day  of  the  taxable 
year  and  ending  with  the  close  of  the  day  preceding  the  numerically  corresponding 
day  of  the  succeeding  calendar  month  or,  if  there  is  no  such  corresponding  day, 
with  the  close  of  the  last  day  of  such  succeeding  calendar  month. 

(2)  Taxable  years  beginning  on  or  before  September  2,  1958.  For  taxable  years 
beginning  on  or  before  September  2,  1958,  but  after  December  31,  1957,  and 
ending  after  September  2,  1958,  the  election  shall  be  made  on  or  before  December 
1  1958,  or  on  or  before  the  last  day  of  the  corporation's  taxable  year,  whichever . 
is  earlier.  An  election  for  such  taxable  year  may  be  made,  however,  only  if  the 
corporation  has  been  a  small  business  corporation  on  each  day  after  September  2, 
1958,  and  before  the  date  of  election. 

(3)  Election  prior  to  expiration  of  period.  An  election  under  section  1372(a) 
which  is  made  prior  to  the  expiration  of  the  period  for  making  the  election  is 
binding  and  may  not  be  withdrawn  even  though  the  time  within  which  the  election 
could  have  been  made  has  not  elapsed. 

(c)  Years  for  which  election  is  effective.  An  election  under  section  1372  may 
be  made  only  with  respect  to  taxable  years  beginning  after  December  31,  1957, 
and  ending  after  September  2,  1958.  An  election  is  effective  for  the  entire  taxable 
year  -^f  the  corporation  for  which  it  is  made  and  for  all  succeeding  taxable  years 

1  aee  cnanget  made  in  Notice  of  Proposed  Rule  Making  issued  March  17, 1959,  which  follows. 
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of  the  corporation,  unless  it  is  terminated  with  respect  to  any  taxable  year. 
Thus,  the  election  has  a  continuing  effect  and  need  not  be  renewed  annually, 
although  annual  returns  of  information  must  be  filed  under  section  6037. 

§  1.1372-2     Shareholders'  consent. 

(a)  In  general.  The  consent  of  a  shareholder  to  an  election  by  a  small  business 
corporation  shall  be  in  the  form  of  a  statement  signed  by  the  shareholder  in  which 
such  shareholder  consents  to  the  election  of  the  corporation.  Such  shareholder's 
consent  is  binding  and  may  not  be  withdra^vm  after  a  valid  election  is  made  by 
the  corporation.  The  consent  of  a  minor  shall  be  made  by  the  minor  or  hy  his 
legal  guardian,  or  his  natural  guardian  if  no  legal  guardian  has  been  appointed. 
The  consent  of  an  estate  shall  be  made  by  the  executor  or  administrator  thereof. 
The  statemect  shall  set  forth  the  name  and  address  of  the  corporation  and  of  the 
shareholder,  the  number  of  shares  of  stock  owned  by  him,  and  the  date  (or  dates) 
on  which  such  stock  was  acquired.  The  consents  of  all  shareholders  may  be 
incorporated  in  one  statement.  The  consents  of  all  shareholders  shall  be  attached 
to  the  election _cf  the  corporation.  If  the  election  is  made  before  the  first  day 
of  the  corporation's  taxable  year  for  which  it  is  effective,  the  consents  of  persons 
who  become  sha-eholders  after  the  date  of  election  and  are  shareholders  on  such 
first  day  shall  be  filed  with  the  district  director  with  whom  the  election  was  filed 
as  soon  as  practicable  after  such  first  day.  Where  a  consent  is  filed  after  the 
date  of  election,  a  copy  of  the  consent  shall  also  be  filed  with  the  return  required 
to  be  filed  under  section  6037.  Except  as  provided  by  paragraph  (b)  of  this 
section,  an  election  under  section  1372  will  not  be  valid  if  any  of  the  consents  are 
filed  after  the  Ifs  day  prescribed  for  making  the  election.  However,  an  election 
timely  filed  on  or  before  December  1,  1958,  and  which  would  be  valid  but  for  the 
fact  that  a  consent  was  timely  filed  by  only  one  of  the  spouses  in  a  community- 
property  State,  will  not  be  invalid  solely  by  virtue  of  the  failure  of  both  spouses 
to  consent,  provided  a  consent  is  filed  by  the  other  spouse  on  or  before  February 
2,  1959. 

(b)  New  shareholders.  If  a  person  becomes  a  shareholder  of  an  electing  small 
business  corporation  after  the  first  day  of  the  taxable  year  for  which  the  election 
is  effective,  or  after  the  day  on  which  the  election  is  made  (if  such  day  is  later  than 
the  first  day  of  the  taxable  year),  the  consent  of  such  shareholder  shall  be  made 
in  a  statement  filed  (with  the  district  director  with  whom  the  election  is  filed) 
within  the  period  of  30  days  beginning  with  the  day  on  which  such  person  becomes 
a  new  shareholder.  A  copy  of  such  consent  should  be  furnished  to  the  corporation 
by  the  new  shareholder.  If  the  new  shareholder  is  an  estate,  the  30-day  period 
shaU  not  begin  until  the  executor  or  administrator  has  been  appointed,  but  in  no 
event  shall  such  period  begin  later  than  30  days  foUowing  the  close  of  the  corpora- 
tion's taxable  year  in  which  the  estate  became  a  shareholder.  The  statement  of 
consent  shaU  set  forth  the  name  and  address  of  the  corporation  and  of  such  new 
shareholder,  the  number  of  shares  of  stock  owned  by  such  shareholder,  the  date 
on  which  such  shares  were  acquired,  and  the  name  and  address  of  each  person 
from  whom  such  shares  were  acquired.  A  copy  of  the  consent  of  such  new  share- 
holder shall  be  filed  -^ith  the  return  required  to  be  filed  under  section  6037  for 
the  taxable  year  to  which  such  consent  applies.  For  the  effect  of  the  failure  of  a 
new  shareholder  to  consent,  see  paragraph  (b)(1)  of  §  1.1372-4. 

§  1.1372-4     Termination  of  election. 

(a)  In  general.  An  election  under  section  1372(a)  can  be  terminated  in  any  one 
of  the  five  ways  described  in  section  1372(e)(1)  through  (5)  and  paragraph  (b)  of 
this  section.     For  years  affected  by  termination,  see  paragraph  (c)  of  this  section. 

(b)  Methods  of  termination — (1)  Failure  of  new  shareholder  to  consent.  An  elec- 
tion under  section  1372(a)  shall  terminate  if  any  person  who  was  not  a  shareholder 
on  the  first  day  of  the  first  taxable  year  for  which  the  election  is  effective,  or  on 
the  day  on  which  the  election  is  made  (if  such  day  is  later  than  the  first  day  of  the 
taxable  year),  becomes  a  shareholder  and  does  not  consent  to  the  election  under 
section  1372 (a)  within  the  time  prescribed  by  paragraph  (b)  of  §  1.1372-3.  In 
the  event  of  a  termination  caused  by  the  failure  of  a  new  sharehol'"'er  to  consent 
to  the  election  within  the  required  time,  the  corporation  shall  notify  the  district 
director  with  whom  the  election  under  section  1372(a)  was  filed. 

(2)  Revocation.  An  election  under  section  1372(a)  may  be  revoked  bv  the 
corporation  for  any  taxable  year  of  the  corporation  after' the  first  taxable  year 
for  which  the  election  is  effective.  A  revocation  can  be  made  only  with  the  consent 
of  all  the  persons  who  are  shareholders  at  the  beginning  of  the  day  of  revocation. 
Such  revocation  shall  be  made  by  the  corporation  by  filing  a  statement  that  the 
corporation  revokes  the  election  made  under  section  1372(a),  which  statement 
shall  indicate  the  first  taxable  year  of  the  corporation  for  which  the  revocation  is 
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intended  to  be  effective.  The  statement  shall  be  signed  by  any  person  authorized 
to  sign  the  return  of  the  corporation  under  section  6037  and  shall  be  filed  with  the 
district  director  with  whom  the  election  was  filed.  In  addition,  there  shall  be 
attached  to  the  statement  of  revocation  a  statement  of  consent,  signed  by  each 
person  who  is  a  shareholder  of  the  corporation  at  the  beginning  of  the  day  on 
which  such  statement  of  revocation  is  filed,  in  which  each  such  shareholder  con- 
sents to  the  revocation  by  the  corporation  of  the  election  under  section  1372(a). 
For  the  time  within  which  a  revocation  must  be  made  to  be  effective  for  a  par- 
ticular taxable  year  of  the  corporation,  see  paragraph  (c)  of  this  section. 

(3)  Ceases  to  be  small  business  corporation.  An  election  under  section  1372(a) 
terminates  if  at  any  time  after  the  first  day  of  the  first  taxable  year  of  the  corpora- 
tion for  which  the  election  is  effective,  or  after  the  day  on  which  the  election  is 
made  (if  such  day  is  later  than  the  first  day  of  the  taxable  year),  the  corporation 
ceases  to  be  a  small  business  corporation  as  defined  in  section  1371(a).  Thus,  the 
election  is  terminated  if  an  eleventh  person,  a  nonresident  alien,  or  a  trust,  partner- 
ship, or  corporation  becomes  a  shareholder,  or  if  another  class  of  stock  is  issued  by 
the  corporation.  In  the  event  of  a  termination  under  this  subparagraph  the  corpo- 
ration shp.ll  immediately  notify  the  district  director  with  whom  the  election  under 
section  1372(a)  was  filed.  Such  notification  shall  set  forth  the  cause  of  the 
termination  and  the  date  thereof.  In  addition,  if  the  termination  was  caused  by 
the  transfer  of  stock  to  an  eleventh  shareholder,  to  a  nonresident  alien,  or  to  a  trust, 
partnership,  or  corporation,  the  notification  shall  specify  the  number  of  shares 
.  transferred  to  such  person,  the  name  of  such  person  (or  in  the  case  of  a  trust  the 
names  of  the  trustees  and  beneficiaries),  and  the  name  of  the  shareholder  who 
transferred  such  stock  to  such  person.  If  the  termination  was  caused  by  the 
issuance  of  a  second  class  of  stock,  the  notification  shall  indicate  the  number  of 
shares  of  such  new  class  issued  and  shall  describe  the  differentiating  characteristics 
of  the  "ew  cla.ss  of  stock. 

(4)  Foreign  income,     (i)   An  election  terminates  if  for  any  taxable  year  of  the 
corporation  the  corporation  has  gross  receipts,  more  than  80  percent  of  which 
are  derived  from  sources  outside  the  United  States.     For  the  meaning  of  the 
term  "gross  receipts,"  see  subparagraph  (5)  (ii)  of  this  paragraph.     In  determin- 
ing the  source  of  gross  receipts  under  section  1372(e)  (4),  the  principles  of  sections 
861  through  864,  relating  to  determination  of  sources  of  gross  income,  shall  a-:)]  ly. 
(ii)  The  rules  of  this  subparagraph  may  be  illustrated  by  the  following  example: 
Example.     A  corporation   has  gross  receipts  from  the  sale   of  personal 
property  produced  (in  whole  or  in  pari)  by  the  corporation  within  the  United 
States  and  sold  within  a  foreign  coilntry.     An  independent  factory  or  produc- 
tion price  has  not  been  established  as  provided  in  example  (1)  of  paragraph 
(b)(2)  of  §  1.863-3.     One-half  of  the  gross  receipts  from  the  sale  of  such 
property  shall  be  apportioned  in  accordance  with  the  value  of  the  corpora- 
tion's property  witt  in  the  United  States  and  within  the  foreign  country,  the 
portion  attributable  to  sources  within  the  United  States  being  determined 
by  multiplying  such  one-half  by  a  fraction  the  numerator  of  which  consists 
of  the  value  of  the  corporation's  property  within  the  United  States,  and  the 
denominator  of  which  consists  of  the  value  of  the  taxpayer's  property  both 
within  the  United  States  and  within  the  foreign  country.     The  remaining 
one-half  of  such  gross  receipts  shall  be  apportioned  in  accordance  with  the 
gross  sales  of  the  corporation  within  the  United  States  and  within  the  foreign 
country,  the  portion  attrit  utable  to  sources  within  the  United  States  being 
determired  by  multiplying  such  one-half  by  a  fraction  the  numerator  of 
which  consists  of  the  corporation's  gross  sales  for  the  taxable  year  within- 
the  United  States,  and  the  denominator  of  which  consists  of  the  taxpayer's 
gross  sales  for  the  taxable  year  both  within  the  United  States  and  within  the 
foreign  country. 
(6)   Personal  holding  compamj  income — (i)  In  general.     An  election  shall  ter- 
minate if  for  any  taxable  year  of  the  corporation  the  corporation  has  gross  receipts 
more  than  20  percent  of  which  is  derived  from  royalties,  rents,  dividends,  interest, 
annuities,  and  siles  or  exchanges  of  stock  or  securities,  as  determined  in  accord- 
ance with  the  rules  of  this  subparagraph. 

(ii)  Gross  receipts,  (a)  The  term  "gross  receipts"  as  used  in  section  1372(e) 
is  not  synonymous  with  "gross  income".  The  test  under  section  1372(e)  (4) 
and  (5)  shall  be  made  on  the  basis  of  total  gross  receipts,  except  that,  for  purposes 
of  section  1372(e)  (5),  gross  receipts  from  the  sales  or  exchanges  of  stock  or  securi- 
ties shall  be  taken  into  account  only  to  the  extent  of  gains  therefrom.  The  term 
'gross  receipts''  means  the  total  amount  received  or  accrued  under  the  method  of 
accounting  used  by  the  corporation  in  computing  its  taxable  income.  Thus,  the 
total  amount  of  receipts  is  not  reduced  by  returns  and  allowances,  cost,  or  deduc- 
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tions.  For  example,  gross  receipts  will  include  the  total  amount  received  or 
accrued  during  the  corporation's  taxable  year  from  the  sale  or  exchange  of  any 
kind  of  property,  from  investments,  and  for  services  rendered  by  the  corporation. 
However,  gross  receipts  does  not  include  amounts  received  in  nontaxable  sales  or 
exchanges,  exceiit  to  the  extent  that  gain  is  recognized  by  the  corporation,  nor 
does  that  term  include  amounts  received  as  a  loan,  as  a  repayment  of  a  loan,  as  a 
contribution  to  capital,  or  on  the  issuance  by  the  corporation  of  its  own  stock. 
(b)  The  meaning  of  the  terra  "gross  receipts"  as  used  in  section  1372(e)  (4) 
and  (5)  may  be  further  illustrated  by  the  following  examples: 

Example  (1).  A  corporation  on  the  accrual  basis  sells  property  and  receives 
payment  partly  in  money  and  partly  in  the  form  of  a  note  payable  at  a 
future  time.  The  amount  of  the  money  and  the  face  amount  of  the  note 
would  be  considered  gross  receipts  in  the  taxable  year  of  the  sale  and  would 
not  be  reduced  by  the  adjusted  basis  of  the  property,  the  costs  of  sale,  or  any 
other  amount. 

Example  {2).  A  corporation  has  a  long-term  contract  as  defined  in  para- 
graph (a)  of  §  1.451-3  with  respect  to  which  it  reports  income  accor-^ing  to 
the  percentage-of-completion  method  as  described  in  paragraph  (b)(1)  of 
§  1.451-3.  The  portion  of  the  gross  contract  price  which  corresponds  to  the 
percentage  of  the  entire  contract  which  has  been  completed  during  the 
taxable  year  shall  be  included  in  gross  receipts  for  such  year. 

Example  (3) .  A  corporation  which  regularly  sells  personal  property  on  the 

installment  plan  elects  to  reoort  its  taxable  income  on  the  installment  basis 

in  accordance  with  section  453.     The  installment  payments  actually  received 

in  a  gi^-en  taxable  year  of  the  corporation  shall  be  included  in  gross  receipts 

for  s  ch  year. 

(iii)   Royalties.     The  term  "royalties"  as  used  in  section  1372(e)(5)  means  all 

royalties,  including  mineral,  oil,  and  gas  royalties  (whether  or  not  the  aggregate 

amount  of  such  royalties  constitutes  50  percent  or  more  of  the  gross  income  of  the 

corporation  for  the  taxable  year),  and  amounts  received  for  the  privilege  of  using 

patents,  copyrights,  secret  processes  and  formulas,  goodwill,  trademarks,  trade 

brands,  franchises,  and  other  like  property.     The  provisions  of  sections  631  (b) 

and  (c)   and  1235  have  no  application  in  determining  whether  payments  with 

respect  to  timber,  coal,  or  patents  are  royalties  for  purposes  of  this  subdivision. 

For  the  definition  of  "mineral,  oil,  or  gas  royalties"  see  paragraph  (b)   (11)   (ii) 

and  (iii)  of  §  1.543-1.     For  purposes  of  this  subdivision,  the  gross  amount  of 

royalties  shall  not  be  reduced  by  any  part  of  the  cost  of  the  rights  under  which 

they  are  received  or  by  any  amount  allowable  as  a  deduction  in  computing 

tSiXfliblG  incom© 

(iv)  Rents.  The  term  "rents"  as  used  in  section  1372(a) (5)i  means  amounts 
received  for  the  use  of,  or  right  to  use,  property  (whether  real  or  personal)  of 
the  corporation,  whether  or  not  such  amounts  constitute  50  percent  or  more  of 
the  gross  income  of  the  corporation  for  the  taxable  year.  The  term  "rents" 
does  not  include  pavments  for  the  use  or  occupancy  of  rooms  or  other  space 
where  significant  services  are  also  rendered  to  the  occupant,  such  as  for  the  use 
or  occupancy  of  rooms  or  other  quarters  in  hotels,  boarding  houses,  or  apartment 
houses  furnishing  hotel  services,  or  in  tourist  homes,  motor  courts,  or  motels. 
Generally,  services  are  considered  rendered  to  the  occupant  if  they  are  primarily 
for  his  convenience  and  are  other  than  those  usually  or  customarily  rendered  in 
connection  with  the  rental  of  rooms  or  other  space  for  occupancy  only.  The 
supplying  of  maid  service,  for  example,  constitutes  such  services;  whereas  the 
furnishing  of  heat  and  light,  the  cleaning  of  public  entrances,  exits,  stairways  and 
lobbies,  the  collection  of  trash,  etc.,  are  not  considered  as  services  rendered  to  the 
occupant.  Payments  for  the  use  or  occupancy  of  entire  private  residences  or 
living  quarters  in  duplex  or  multiple  housing  units,  of  offices  in  an  office  building, 
etc.,  are  generally  "rents"  under  section  1372(a)(5).  Payments  for  the  parking 
of  automobiles  ordinarily  do  not  constitute  rents.  Payments  for  the  warehousing 
of  goods  or  for  the  use  of  personal  property  do  not  constitute  rents  if  significant 
services  are  rendered  in  connection  with  such  payments. 

(v)  Dividends.  The  term  "dividends"  as  used  in  section  1372(e)(5)  mcludes 
dividends  as  defined  in  section  316,  amounts  required  to  be  included  in  gross 
income  under  section  551  (relating  to  foreign  personal  holding  company  income 
taxed  to  United  States  shareholders),  and  consent  dividends  determined  as  pro- 
vided in  section  565.  „<,/s/,.v 

(vi)  Interest.     The  term  "interest"  as  used  in  section  1372(e)(5)  means  any 
amounts  includible  in  gross  income  received  for  the  use  of  money  (including  tax- 
exempt  interest).* 
>  See  changes  made'in  Notice  of  Proposed  Rule  Making  issued  March  17, 1959,  which  follows. 
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(vii)  Annuities.  The  term  "annuities"  as  used  in  section  1372(e)  (5)  means  the 
entire  amount  received  as  an  annuity  under  an  annuity,  endowment,  or  life  insur- 
ance contract,  regardless  of  whether  only  part  of  such  amount  would  be  includible 
in  gross  income  under  section  72. 

(viii)  Gross  receipts  from  ihe  sale  of  stock  or  securities.  For  purposes  of  section 
1372(e)(5),  gross  receipts  from  the  sales  or  exchanges  of  stock  or  securities  are 
taken  into  account  only  to  the  extent  of  gains  therefrom.  Thus,  t^e  gross  re- 
ceipts from  the  sale  of  a  particular  share  of  stock  will  be  the  excess  of  the  amount 
realized  over  the  adjusted  basis  of  such  share.  If  the  adjusted  basis  should  equal 
or  exceed  the  amount  realized  on  the  sale  or  exchange  of  a  certain  share  of  stock, 
bond,  etc.,  there  would  be  no  gross  receipts  resulting  from  the  sale  of  such  secu- 
rity. Losses  on  sales  or  exchanges  of  stock  or  securities  do  not  offset  gains  on 
the  sales  or  exchanges  of  other  stock  or  securities  for  purposes  of  computing  gross 
receipts  from  such  sales  or  exchanges.  Gross  receipts  from  the  sale  or  exchange 
of  stocks  and  securities  include  gains  received  from  such  sales  or  exchanges  by  a 
corporation  even  though  such  corporation  is  a  regular  dealer  in  stocks  and  secu- 
rities. For  the  meaning  of  the  term  "stocks  or  S2curities"  see  paragraph  (b)(5) 
(i)  of  §  1.543-1. 

(c)  Years  affected  by  termination.  The  termination  of  an  election  resulting  from 
the  occurrences  described  in  subparagraph  (1),  (3),  (4),  or  (5)  of  paragraph  (b) 
of  this  section  is  effective  for  the  taxable  year  of  the  corporation  in  which  occur 
the  events  causing  the  termination  and  for  all  succeeding  taxable  years  of  the 
corporation.  Thus,  if  an  electing  small  business  corporation  which  is  on  a  calen- 
dar year  ending  December  31,  1960,  should  issue  a  second  class-of  stock  on  De- 
cember 1,  1960,  the  election  under  section  1372(a)  would  terminate  as  of  January 
1,  1960,  and  the  termination  would  remain  in  effect  for  all  future  years  unless 
and  until  a  new  election  is  made  by  the  corporation.  Generally,  a  termination 
by  revocation  described  in  paragraph  (^)  (2)  of  t^is  section  is  effective  for  the 
taxable  year  in  which  it  is  made  and  for  all  subsequent  taxable  years  if  it  is  made 
during  the  first  month  of  that  year.  However,  a  termination  by  revocation  can- 
not be  made  effective  for  the  first  taxable  year  of  the  corporation  for  which  the 
election  is  made.  If  the  revocation  is  not  made  during  the  first  month  of  a  tax- 
able year,  it  is  effective  for  the  taxable  year  following  the  year  in  which  it  is 
made,  and  for  all  subsequent  years. 

§  1.1372-5     Election  after  termination. 

(a)  In  general.  If  a  corporation  has  made  a  valid  election  and  such  election 
has  been  terminated,  such  corporation  (or  any  successor  corporation)  is  not  eligible 
to  make  a  new  election  for  any  taxable  year  prior  to  its  fifth  taxable  year  which 
begins  after  the  first  taxable  year  for  which  such  termination  is  effective,  unless 
consent  to  such  new  election  is  given  by  the  Commissioner.  The  burden  will  be 
on  the  corporation  to  establish  that  under  the  relevant  facts  the  commissioner 
should  consent  to  a  new  election.  The  fact  that  more  than  50  percent  of  the  stock 
in  the  corporation  is  owned  by  persons  who  did  not  own  any  stock  in  the  corpora- 
tion during  the  first  taxable  year  for  which  the  termination  is  applicable  will  tend 
to  establish  that  consent  should  be  granted.  In  the  absence  of  such  fact,  consent 
will  ordinarily  be  denied  unless  it  can  be  shown  that  the  event  causing  the  termina- 
tion was  not  reasonably  within  the  control  of  the  corporation  or  shareholders 
having  a  substantial  interest  in  the  corporation,  and  was  not  part  of  a  plan  to 
terminate  the  election  in  which  plan  such  shareholders  participated. 

(b)  Successor  corporation.  The  term  "successor  corporation"  as  used  in  section 
1372(f)  means  any  corporation — 

(1)  50  percent  or  more  of  the  stock  of  which  is  owned,  directly  or  indirectly, 
by  the  same  persons  who,  at  any  time  during  the  first  taxable  year  for  which 
such  termination  was  effective,  owned  50  percent  or  more  of  the  stock  of  the  small 
business  corporation  with  respect  to  which  the  election  was  terminated,  and 

(2)(i)  Which  acquires  a  substantial  portion  of  the  assets  of  such  small  business 
corporation,  or 

(ii)  A  substantial  portion  of  the  assets  of  which  were  assets  of  such  small 
business  corporation. 

§  1.1373  Statutory  provisions;  corporation  undistributed  taxable  income  taxed 
to  shareholders. 
"Sec.  1373.  Corporation  undistributed  taxable  income  taxed  to  shareholders — ^(a) 
General  rule.  The  undistributed  taxable  income  of  an  electing  small  business 
corporation  for  any  taxable  year  shall  be  included  in  the  gross  income  of  the  share- 
holders of  such  corporation  in  the  manner  and  to  the  extent  set  forth  in  this  section. 
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"(b)  Amount  included  in  gross  income.  Each  person  who  is  a  shareholder  of  an 
'fleeting  small  business  corporation  on  the  last  day  of  a  taxable  year  of  such  cor- 
poration shall  include  in  his  gross  income,  for  his  taxable  year  in  which  or  with 
which  the  taxable  year  of  the- corporation  ends,  the  amount  he  would  have  re- 
ceived as  a  dividend,  if  on  such  last  day  there  had  been  distributed  pro  rata  to 
its  shareholders  by  such  corporation  an  amount  equal  to  the  corporation's  undis- 
tributed taxable  income  for  the  corporation's  taxable  year.  For  purposes  of  this 
chapter,  the  amount  so  included  shall  be  treated  as  an  amount  distributed  as  a 
dividend  on  the  last  day  of  the  taxable  year  of  the  corporation. 

"(c)  Undistributed  taxable  income  defined.  For  purposes  of  this  section,  the 
term  'undistributed  taxable  income'  means  taxable  income  (computed  as  provided 
in  subsection  (d))  minus  the  amount  of  mone}^  distributed  as  dividends  during 
the  taxable  year,  to  the  extent  that  any  such  amount  is  a  distribution  out  of  earn- 
ings and  profits  of  the  taxable  year  as  specified  in  section  316(a)(2). 

"(d)    Taxable  income.     For  purposes  of  this  subchapter,  the  taxable  income  of 
an  electing  small  business  corporation  shall  be  determined  without  regard  to — ■ 
"(1)   The  deduction  allowed  by  section  172  (relating  to  net  operating  loss 
deduction),  and 

"(2)   The  deductions  allowed  by  part  VIII  of  subchapter  B  (other  than 
the  deduction  allowed  by  section  248,  relating  to  organization  expenditures)." 
[Sec.  1373  as  added  by  see.  64(a),  Technical  Amendments  Act  1958  (72  Stat.  1652)] 
§  1.1373-1  Corporation  undistributed  taxable  income  taxed  to  shareholders. 

(a)  In  general — (1)  Inclusion  in  gross  income.  Each  person  who  is  a  shareholder 
of  an  electing  small  business  corporation  on  the  last  day  of  a  taxable  year  of  such 
corporation  shall  include  in  his  gross  income,  for  his  taxable  year  in  which  or  with 
which  the  taxable  year  of  the  corporation  ends,  the  amount  he  would  have  received 
as  a  dividend  if  on  such  last  day  the  corporation  distributed  pro  rata  to  its  share- 
holders an  amount  of  money  equal  to  its  undistributed  taxable  income  for  the 
-corporation's  taxable  year.  The  amount  so  included  in  the  gross  income  of  the 
shareholders  is  treated,  for  purposes  of  chapter  1  of  the  Code,  as  if  it  had  been 
distributed  as  a  dividend  on  the  last  day  of  the  corporation's  taxable  year.  See, 
however,  section  1375  for  special  rules  applicable  to  distributions. 

(2)  Shareholdei-s  affected  by  rule  of  section  1373.  Only  those  persons  who  are 
shareholders  of  the  corporation  on  the  last  day  of  the  taxable  year  of  the  corpora- 
tion are  required  to  include  in  their  gross  income  the  amounts  specified  in  section 
1373.  In  determining  who  are  the  shareholders  of  the  corporation  on  the  last 
day  of  the  taxable  year  for  purposes  of  section  1373,  the  rules  of  paragraph  (d) 
of  §  1.1371-1  shall  apply.  If  stock  is  transferred  on  the  last  day  of  the  taxable 
year  of  the  corporation,  the  transferee  (and  not  the  transferor)  will  be  considered 
the  shareholder  of  such  stock  for  purposes  of  section  1373.  A  donee  or  purchaser 
of  stock  in  the  corporation  is  not  considered  a  shareholder  unless  such  stock  is 
acquired  in  a  bona  fide  transaction  and  the  donee  or  purchaser  is  the  real  owner 
of  such  stock.  The  circumstances,  not  only  as  of  the  time  of  the  purported  trans- 
fer but  also  during  the  periods  preceding  and  following  it,  will  be  taken  into  con- 
sideration in  determining  the  bona  fides  of  the  transfer.  Transactions  between 
members  of  a  family  will  be  closely  scrutinized. 

(b)  Determination  of  amount  included  by  shareholders.  To  determine  the 
amount  each  shareholder  must  include  in  his  gross  income  as  provided  in  para- 
graph (a)  of  this  section,  it  is  necessary  to — 

(1)  Compute  the  taxable  income  of  the  electing  small  business  corporation  for 
its  taxable  year  in  accordance  with  the  prov-isions  of  paragranh  (c)  of  this  section, 

(2)  Determine  in  accordance  with  paragraph  (d)  of  this  section  the  amount  of 
money  distributed  as  dividends  during  the  taxable  year  out  of  earnings  and  profits 
•of  such  taxable  year, 

(3)  Subtract  the  amount  determined  in  subparagraph  (2)  of  this  paragraph 
from  the  amount  computed  in  subparagraph  (1)  of  this  paragraph.  The  result 
is  the  undistributed  taxable  income  for  the  taxable  year, 

(4)  Determine  in  accordance  with  paragraph  (e)  of  this  section  the  amount 
that  would  be  treated  as  a  dividend  to  such  shareholder  if  an  amount  of  money 
equal  to  such  undistributed  taxable  income  were  distributed  pro  rata  to  the 
shareholders  of  the  corporation  on  the  last  day  of  the  taxable  year  of  the  cor- 
poration in  a  distribution  which  is  not  in  exchange  for  stock. 

(c)  Computation  of  taxable  income.  The  taxable  income  of  an  electing  small 
business  corporation  is  comj^uted  in  the  same  manner  as  it  would  be  computed 
if.no  election  had  been  made,  with  the  following  exceptions: 

,    (1)  The   deduction   allowed  by   section    172    (relating  to  net  operating  loss 
•deductions)  is  disregarded,  and 
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(2)  The  special  corporate  deductions  allowed  by  part  VIII  of  subchapter  B  of" 
chapter  1  of  the  Code  (other  than  the  deduction  allowed  by  section  248,  relat- 
ing to  organization  expenditures)  are  disregarded. 

(d)  Determination  of  dividends  in  money  out  of  earnings  and  profits  of  the 
taxable  year.  In  applying  section  SlGCa)  to  distributions  by  an  electing  small 
business  corporation,  earnings  and  profits  of  the  taxable  year  are  first  allocated  to- 
actual  distributions  of  money  made  during  such  taxable  year  which  are  not  in 
exchange  for  stock.  Therefore,  such  distributions  of  money  are  dividends  froin 
earnings  and  profits  of  the  taxable  year  to  the  extent  of  such  earnings  and  profits 
even  though  there  may  be  distributions  of  property  other  than  money  during 
such  taxable  year  or  constructive  distributions  pursuant  to  section  1373(b)  at 
the  end  of  such  taxable  year.  If  such  distributions  of  money  made  during  the- 
taxable  year  exceed  the  earnings  and  profits  of  such  year,  then  that  propoi'tion 
of  each  such  distribution  which  the  total  of  the  earnings  and  profits  of  the  year 
bears  to  the  total  of  such  distributions  made  during  the  year  shall  be  regarded 
as  out  of  the  earnings  and  profits  of  that  year.  For  purposes  of  section  1373(c)  a 
distribution  of  money  does  not  include  a  distribution  of  an  obligation  of  the  cor- 
poration or  a  distribution  of  property  other  than  money  in  satisfaction  of  a 
dividend  declared  in  money.  See  section  1377(b)  for  special  rule  relating  to  com- 
putation of  earnings  and  profits  of  an  electing  small  business  corporation  for 
any  taxable  year. 

(e)  Dividend  resulting  from  constructive  distribution  of  undistributed  taxable 
income.  The  amount  which,  would  be  treated  as.  a  dividend  if  the  undistributed 
taxable  income  were  distributed  on' the  last  day  of  the  taxable  year  is  determined 
in  accordance  with  section  316.  In  determining  the  extent  to  which  distributions 
of  an  electing  small  business  corporation  are  out  of  earnings  and  profits  of  the 
taxable  year,  the  following  rules  apply: 

(1)  Earnings  and  profits  of  the  taxable  year  are  first  allocated  to  the  actual 
distributions  of  money  described  in  para,gra,ph  (d)  of  this  section. 

(2)  The  excess  of  such  earnings  and  profits  over  such  actual  distributions  of 
money  is  allocated  ratably  to  the  constructive  distribution  of  undistributed 
taxable  income  and  actual  distributions  of  property  other  than  money  (taken 
into  account  at  fair  market  value  for  purposes  of  this  allocation)  which  are  not 
in  exchange  for  stosk,  and 

(3)  The  remainder  of  such  earnings  and  profits  is  available  to  be  allocated  to 
distributions  in  exchange  for  stock  of  the  corporation  such  as  distributions  under 
section  302  or  331. 

(f)  When  distributions  are  considered  made.  An  actual  distribution  by.  an 
electing  small  business  corporation  will  be  considered  to  be  made  only  at  the 
time  it  is  received  by  the  shareholder,  and  earnings  and  profits  of  such  corpora- 
tion shall  not  be  reduced  with  respect  to  such  distribution  before  such  time. 

(g)  Examples.  The  provisions  of  this  section  may  be  illustrated  by  the  follow- 
ing examples: 

Example  (1).  An  electing  small  business  corporation  has  taxable  income 
and  current  earnings  and  profits  of  $100,000  for  its  taxable  year.  During 
that  year  it  distributes  $80,00.0  in  money  among  its  10  equal  shareholders. 
The  $8,000  received  by  each  shareholder  in  that  year  is  included  in  his  gross 
income  (for  his  taxable  year  in  which  it  was  received)  as  a  dividend  from 
current  earnings  and  profits.  The  undistributed  taxable  income  of  the  cor- 
poration for  the  taxable  year  is  $20^000  ($100,000  minus  $80,000  dividends 
in  money).  Since  each  shareholder  would  have  received  a  dividend  of 
$2,000  if  the  undistributed  taxable  income  had  been  distributed  pro  rata, 
that  amount  must  be  included  as  a  dividend  in  the  gross  income  of  each 
shareholder  for  his  taxable'year  in  which  or  with  which  the  taxable  year  of 
the  corporation  ends.  ' 

Example  (2).  Assume  the  same  facts  as  in  example  (1)  except  that  the 
corporation  has  only  $70,000  of  taxable  income.  The  difference  betweeri 
taxable  income  and  current  earnings  and  profits  of  $100,000  is  attributable 
to  the  fact  that  certain  deductions  allowable  in  computing  taxable  income 
(such  as  percentage  depletion  in  excess  of  cost  depletion)  do  not  decrease 
'  earnings  and  profits.  The  distributions  of  $80,000  during  the  taxable  year 
are  still  included  as  dividends  in  the  gross  income  of  the  shareholders  since 
they  are  distributions  out  of  earnings  and  profits.  However,  there  is  no 
amount  to  be  included  under  section  1373(b)  since  the  corporation  has  no 
undistributed  taxable  income  for  the  taxable  year. 

Example  (S).  An  electing  small  business  corporation  has  taxable  inqome 
and  earnings  and  profits  of  $10,000  for  its  taxable  year.     The  corporation 
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has  no  accumulated  earnings  and  profits  as  of  the  beginning  of  the  taxable 
year.  During  the  taxable  vear  it  distributes  property  other  than  morey 
with  a  basis  of  $10,000  and  a  fair  market  value  of  $20,000.  The  undis- 
tributed taxable  income  of  the  corporation  is  $10,000  since  the  property 
distribution  does  not  reduce  taxable  income  for  purposes  of  that  computa- 
tion. However,  the  current  earnings  and  profits  are  allocated  ratably  to 
the  constructive  distribution  of  undistributed  taxable  income  and  the  dis- 
tribution of  property,  taken  into  account  at  fair  market  value;  that  is,  $3,333 
to  the  constructive  distribution  and  $6,667  to  the  distribution  of  property. 
Therefore,  although  undistributed  taxable  income  is  810,000,  only  $3,333 
would  be  treated  as  a  dividend  on  a  distribution  of  undistributed  taxable 
income,  and  that  is  the  amount  the  shareholders  include  pro  rata  in  gross 
income  pursuant  to  section  1373(b).  The  distribution  of  property  is  a 
dividend  only  to  the  extent  of  $6,667. 

Example  (4).  Assume  the  facts  are  the  same  as  in  example  (3)  except 
that  the  corporation  has  accumulated  earnings  and  profits  of  $20,000  as  of 
the  beginning  of  the  taxable  year.  The  $20,000  accumulated  earnings  ar  d 
profits  at  the  beginning  of  the  taxable  year  are  sufiicient  to  cover  that  portion 
of  the  distribution  of  property  which  is  not  out  of  current  earnings  ard 
profits  ($13,333)  and  that  portion  of  the  constructive  distribution  which  is 
not  out  of  current  earnings  and  profits  ($6,667).  Therefore,  both  distribu- 
ons  will  be  fulh'  taxable  as  dividends. 

Example  (5).  An  electing  small  business  corporation  has  taxable  income 
and  current  earnings  and  profits  of  $100,000  for  the  taxable  year.  There 
are  no  accumulated  earnings  and  profits  as  of  the  beginning  of  the  taxable 
year.  During  the  taxable  year  the  corporation  distributes  $50,000  in  a 
redemption  that  qualifies  under  section  302(a).  The  undistributed  taxable 
income  of  the  corporation  is  $100,000.  Since  the  current  earnings  and  profits 
of  $100,000  are  first  allocated  to  the  constructive  distribution  of  $100,000, 
that  amount  is  includible  in  the  gross  income  of  the  persons  who  were  share- 
holders on  the  last  day  of  the  taxable  year. 

Example  (6).  Corporation  X  of  which  A  and  B  are  each  50-percent  share- 
holders has  been  an  electing  small  business  corporation  for  several  years. 
Shortly  before  its  taxable  year  1962,  corporation  X  adopts  a  plan  of  complete 
liquidation.  During  1962  it  has  $3,000  of  taxable  income  and  earnings  and 
profits.  The  only  distributions  made  during  1962  are  distributions  in  liqui- 
dation. The  final  distribution  is  made  on  October  15,  1962,  after  which 
corporation  X  retains  no  assets  and  is  no  longer  in  existence  for  tax  purposes. 
Corporation  X  has  $3,000  of  undisbributed  taxable  income  for  its  taxable 
year  ended  October  15,  1962,  and  A  and  B  must  each  include  $1,500  for  his 
taxable  year  in  which  ends  the  taxable  year  of  corporation  X.  Under  section 
1376(a),"^  A  and  B  both  increase  the  basis  of  their  respective  shares  in  corpo- 
ration X  by  $1,500,  and  this  increase  is  taken  into  account  in  determining 
gain  or  loss  on  the  liquidation  of  corporation  X. 

§  1.1374  Statutory  provisions;  corporation  net  operating  loss  allowed  to  share- 
holders. 

"Sec.  1374.  Corporation  net  operating  loss  allowed  to  shareholders — (a)  General 
rule.  A  net  operating  loss  of  an  electing  small  business  corporation  for  any  tax- 
able year  shall  be  allowed  as  a  deduction  from  gross  income  of  the  shareholders  of 
such  corporation  in  the  manner  and  to  the  extent  set  forth  in  this  section. 

"(b)  Allowance  of  deduction.  Each  person  who  is  a  shareholder  of  an  electing 
small  business  corporation  at  any  time  during  a  taxable  year  of  the  corporation 
in  which  it  has  a  net  operating  loss  shall  be  allowed  as  a  deduction  from  gross 
income,  for  his  taxable  year  in  which  or  with  which  the  taxable  year  of  the  cor- 
poration ends,  an  amount  equal  to  his  portion  of  the  corporation's  net  operating 
loss  (as  determined  under  subsection  (c)). 

"(c)  Determination  of  shareholder's  portion — (1)  In  general.  For  purposes  of 
this  section,  a  shareholder's  portion  of  the  net  operating  loss  of  an  electing  small 
business  corporation  is  his  pro  rata  share  of  the  corporation's  net  operating  loss 
(computed  as  provided  in  section  172(c),  except  that  the  deductions  provided  in 
part  VIII  (except  section  248)  of  subchapter  B  shall  not  be  allowed)  for  his  taxable 
year  m  which  or  with  which  the  taxable  year  of  the  corporation  ends.  For  purposes 
of  this  paragraph,  a  shareholder's  pro  rata  share  of  the  corporation's  net  operating 
loss  is  the  sum  of  the  portions  of  the  corporation's  daily  net  operating  loss  attrib- 
utable on  a  pro  rata  basis  to  the  shares  held  by  him  on  each  day  of  the  taxable 
year.     For  purposes  of  the  preceding  sentence,  the  corporation's  daily  net  operat- 
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ing  loss  is  the  corporation's  net  operating  loss  divided  by  the  number  of  days  in  the 
taxable  year. 

"(2)  Limitation.  A  shareholder's  portion  of  the  net  operating  loss  of  an  electing 
small  business  corporation  for  any  taxable  year  shall  not  exceed  the  sum  of — 

"(A)  The  adjusted  basis  (determined  without  regard  to  any  adjustment 
under  section  1376  for  the  taxable  year)  of  the  shareholder's  stock  in  the 
electing  small  business  corporation,  determined  as  of  the  close  of  the  taxable 
year  of  the  corporation  (or,  in  respect  of  stock  sold  or  otherwise  disposed  of 
during  such  taxable  year,  as  of  the  day  before  the  day  of  such  sale  or  other 
disposition),  and 

"(B)   The  adjusted  basis  (determined  without  regard  to  any  adjustment 
under  section  1376  for  the  taxable  year)  of  any  indebtedness  of  the  corpora- 
tion to  the  shareholder,  determined  as  of  the  close  of  the  taxable  year  of  the 
corporation  (or,  if  the  shareholder  is  not  a  shareholder  as  of  the  close  of  such 
taxable  year,  as  of  the  close  of  the  last  day  in  such  taxable  year  on  which 
the  shareholder  was  a  shareholder  in  the  corporation) . 
"(d)   Application  with  other  provisions — (1)    In  general.     The  deduction  allowed 
by  subsection  (b)  shall,  for  purposes  of  this  chapter,  be  considered  as  a  deduction 
attributable  to  a  trade  or  business  carried  on  by  the  shareholder. 

"(2)  Adjustment  of  net  operating  loss  carrybacks  and  carryovers  of  shareholders. 
For  purposes  of  determining,  under  section  172,  the  net  operating  loss  carrybacks 
to  taxable  years  beginning  before  January  1,  1958,  from  a  taxable  year  of  the 
shareholder  for  which  he  is  allowed  a  deduction  under  subsection  (b),  such  deduc- 
tion shall  be  disregarded  in  determining  the  net  operating  loss  for  such  taxable 
year.  In  the  case  of  a  net  operating  loss  for  a  taxable  year  in  which  a  shareholder 
is  allowed  a  deduction  under  subsection  (b),  the  determination  of  the  portion  of 
such  loss  which  may  be  carried  to  subsequent  years  shall  be  made  without  regard 
to  the  preceding  sentence  and  in  accordance  with  section  172(b)(2),  but  the  sum 
of  the  taxable  incomes  for  taxable  years  beginning  before  January  1,  1958,  shall 
be  deemed  not  to  exceed  the  amount  of  the  net  operating  loss  determined  with 
the  application  of  the  preceding  sentence." 

[Sec.  1374  as  added  by  sec.  64(a),  Technical  Amendments  Act  1958  (72  Stat.  1653)] 
§  1.1374-1     Net  operating  losses  involving  electing  small  business  corporations. 

(a)  Deduction  not  allowed  to  corporation.  Under  section  1373(d),  an  electing 
small  business  corporation  is  not  allowed  a  deduction  for  a  net  operating  loss. 
Under  section  172(h),  a  net  operating  loss  sustained  in  taxable  years  in  which  a 
corporation  is  an  electing  small  business  corporation  is  disregarded  in  computing 
the  net  operating  loss  deduction  of  the  corporation  for  taxable  years  in  which  it 
is  not  an  electing  small  business  corporation.  In  applying  section  172(b)(1)  and 
(2)  to  a  net  operating  loss  sustained  in  a  taxable  year  in  which  the  corporation 
was  not  an  electing  small  business  corporation,  a  taxable  year  in  which  the  cor- 
poration was  an  electing  small  business  corporation  is  counted  as  a  taxable  year 
to  which  such  net  operating  loss  is  carried  back  or  over.  However,  the  taxable 
income  for  such  year  as  determined  under  section  172(b)(2)  is  treated  as  if  it 
were  zero  for  purposes  of  computing  the  balance  of  the  loss  available  to  the 
corporation  as  a  carryback  or  carryover  to  other  taxable  years  in  which  the 
corporation  is  not  an  electing  small  business  corporation. 

(b)  Deduction  allowed  to  shareholders — (1)  In  general.  Under  section  1374 
(a),  the  net  operating  loss  of  an  electing  small  business  corporation  is  allowed  as 
a  deduction  from  gross  income  of  the  shareholders  of  such  corporation.  Each 
person  who  is  a  shareholder  in  such  corporation  at  any  time  during  a  taxable 
year  of  the  corporation  in  which  a  net  operating  loss  is  sustained  by  the  corpora- 
tion is  entitled  to  a  deduction  for  his  pro  rata  share  of  such  loss.  The  net  operat- 
ing loss  of  an  electing  small  business  corporation  for  any  taxable  year  is  computed 
as  provided  in  section  172(c),  except  that  the  deductions  provided  in  part  VIII 
of  subchapter  B  of  chapter  1  of  the  Code  (except  section  248)  are  not  allowed. 

(2)  Year  of  shareholder  in  which  deduction  allowable.  The  deduction  allowed 
shareholders  by  section  1374(b)  is  a  deduction  for  the  taxable  year  of  the  share- 
holder in  which  or  with  which  the  taxable  year  of  the  corporation  ends.  Therefore, 
if  a  shareholder  dies  before  the  end  of  the  taxable  year  of  the  corporation,  neither 
he  nor  any  other  person  is  entitled  to  a  deduction  for  his  pro  rata  share  of  the 
corporation's  net  operating  loss  for  such  taxable  year. 

(3)  Pro  rata  share.  A  shareholder's  pro  rata  share  of  the  net  operating  loss  of 
an  electing  small  business  corporation  is  computed  as  follows:  * 

(i)  Divide  the  corporation's  net  operating  loss  by  the  number  of  days  in  the 
taxable  year  of  the  corporation,  thus  determining  the  daily  net  operating  loss  of 
the  corporation. 
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(ii)  Determine  for  each  day  the  shareholder's  portion  of  such  daily  net  operat- 
ing loss  by  applying  to  such  loss  the  ratio  which  the  stock  owned  by  the  share- 
holder on  that  day  bears  to  the  total  stock  outstanding  on  that  day. 

(iii)  Total  the  shareholder's  daily  portions  of  such  daily  net  operating  loss  of 
the  corporation  for  its  taxable  year. 

For  purDoses  of  the  rule  in  this  subparagraph,  shares  of  stock  which  are  trans- 
ferred during  the  year  are  considered  to  be  held  by  the  transferee  (and  not  the 
transferor)  as  of  the  day  of  the  transfer. 

(4)  Limitation  on  deduction — (i)  In  general.  Under  section  1374(c)(2),  the 
amonnt  of  the  net  operating  loss  of  the  electing  small  business  corporation  for  any 
taxable  year  which  may  be  deducted  by  any  shareholder  under  section  1374(c)(1) 
shall  not  exceed  the  sum  of: 

(a)  The  adjusted  basis  of  the  shareholder's  stock  in  the  electing  small  businsss 
corporation,  and 

(6)  The  adjusted  basis  of  any  indebtedness  of  the  corporation  to  the  share- 
holder. 

(ii)  Time  for  determinii^g  basis  of  stock  and  indebtedness.  The  adjusted  basis  of 
the  stock  of,  or  indebtedness  to,  the  shareholder  for  purposes  of  subdivision  (i)  of 
this  subparagraph  is  determined  as  of  the  close  of  the  taxable  year  of  the  corpora- 
tion, except  that — 

(a)  The  adjusted  basis  of  stock  which  is  sold  or  otherwise  disposed  of  during 
the  taxable  year  of  the  corporation  is  determined  as  of  the  close  of  the  day  of 
such  sale  or  other  disposition,  and 

(b)  If  the  shareholder  is  not  a  shareholder  as  of  the  close  of  the  taxable  year 
of  the  corporation,  the  adjusted  basis  of  any  indebtedness  of  the  corporation  to 
the  shareholder  is  determined  as  of  the  close  of  the  last  day  in  such  taxable  year 
on  which  he  was  a  shareholder. 

(iii)  Computation  of  basis  of  stock  and  indebtedness.  In  computing  the  adjusted 
basis  of  stock  and  indebtedness  for  purposes  of  determining  how  much  of  a  net 
operating  loss  may  be  deducted  by  a  shareholder,  any  decrease  in  basis  required 
by  section  1376(b)  because  of  such  loss  shall  be  disregarded.  However,  adjust- 
ments to  the  basis  of  stock  and  indebtedness  under  section  1376  for  prior  years  are 
to  be  considered. 

§  1.1374-2     Application  with  other  provisions. 

The  deduction  allowed  shareholders  by  section  1374  shall,  for  purposes  of 
chapter  1  of  the  Code,  be  considered  as  a  deduction  attributable  to  a  trade  or 
business  carried  on  by  the  shareholder.  Thus,  it  is  allowable  in  computing  ad- 
justed gross  income,  and  is  not  subject  to  the  limitations  of  section  172(d)(4) 
(relating  to  nonbusiness  deductions)  in  computing  the  net  operating  loss  of  a 
shareholder.  Also,  it  is  a  deduction  of  the  type  on  which  a  limitation  may  be 
imposed  under  section  270  (relating  to  "hobby  losses"). 

§  1.1374-3     Pre-1958  taxable  years. 

The  deduction  allowed  by  section  1374(b)  is  disregarded  in  determining  the 
amount  of  the  shareholder's  net  operating  loss  for  purposes  of  determining  the 
net  operating  loss  carrybacks  to  taxable  years  beginning  prior  to  January  1, 
1958.  The  deduction  is  to  be  given  effect,  however,  in  computing  the  amount  of 
the  shareholder's  net  operating  loss  for  purposes  of  carrying  the  same  over  or 
back  to  any  year  other  than  a  year  beginning  prior  to  January  1,  1958.  For 
purposes  of  determining  the  amount  of  the  net  operating  loss  which  may  be  car- 
ried to  such  years,  the  loss  shall  not  be  diminished  by  taxable  income  for  years 
beginning  before  January  1,  1958,  except  to  the  extent  that  it  was  allowed  to 
ofiset  income  of  those  years. 

§  1.1374-4     Examples. 
The  operation  of  section  1374  may  be  illustrated  by  the  following  examples: 

Example  (1).  Corporation  X,  an  electing  small  business  corporation,  has 
a  net  operating  loss  of  $10,000  for  its  taxable  year  ending  December  31,  1960. 
At  all  times  during  its  taxable  year  1960  the  corporation  had  as  shareholders 
the  same  10  individuals,  each  of  whom  owned  one-tenth  of  the  stock  on  each 
day  of  the  corporation's  taxable  year.  As  a  result  of  the  corporation's  net 
operating  loss,  each  of  the  10  shareholders  has  a  $1,000  deduction  for  his 
taxable  year  in  which  or  with  which  the  taxable  year  of  the  corporation  ends, 
assuming  that  such  amount  does  not  exceed  the  limitation  of  section 
1374(c)(2). 

Example  {2).  Assume  the  same  facts  as  in  example  (1)  except  that  A,  one 
of  the  shareholders  of  the  corporation,  sells  his  stock  to  B  on  July  2,  I960,. 
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and  B  holds  the  stock  for  the  remainder  of  the  year.  A  and  B  would  each 
have  a  $500  deduction  resulting  from  the  corporation's  net  operating  loss, 
assuming  that  such  amount  does  not  exceed  the  limitation  of  section 
1374(c)(2).  If  A's  taxable  year  ends  Movember  30,  1960,  the  $500  item  Mall 
be  a  deduction  in  his  taxable  year  ending  November  30,  1961.  See  para- 
graph (a)  of  §  1.1376-2  for  rule  requiring  A  to  reduce  basis  of  his  stock  in 
determining  gain  or  loss  on  the  sale  to  B. 

Example  (3).  B  is  entitled  under  section  1374  to  a  deduction  in  his  taxable 
j^ear  1958  of  $6,000  as  his  share  of  the  net  operating  loss  of  an  electing  small 
business  corporation.  During  1958  he  has  a  net  operating  loss,  computed 
without  regard  to  such  $6,000  deduction,  of  $20,000.  In  each  of  his  taxable 
years  1955,  1956,  and  1957,  he  had  taxable  income  of  $9,000.  In  each  of  his 
taxable  years  1959  and  1960  he  had  taxable  income  of  $3,000.  Under  section 
1374(d)(2),  the  net  operating  loss  carryback  from  1958  to  1955,  1956,  and 
1957  does  not  include  the  $6,000  deduction  resulting  from  the  loss  of  the  small 
business  corporation,  so  that  there  is  $7,000  of  taxable  income  remaining  in 
the  year  1957  after  the  carryback.  For  purposes  of  carrying  the  1958  net 
operating  loss  forward  to  1959  and  1960,  the  $6,000  amount  is  included  in  the 
net  operating  loss,  and  is  not  reduced  by  taxable  income  of  years  prior  to  1958. 
Therefore,  the  taxable  income  for  the  taxable  years  1959  and  1960  is  reduced 
to  zero  by  the  carryover. 

§  1.1375     Statutory  provisions;  special  rules  applicable  to  distributions  of  electing 
small  business  corporations. 

"Sec.  1375.  Special  rules  applicable  to  distributions  of  electing  small  business 
corporations — (a)  Capital  gains — (1)  Treatment  in  hands  of  shareholders.  The 
amount  includible  in  the  gross  income  of  a  shareholder  as  dividends  (including 
amounts  treated  as  dividends  under  section  1373(b))  from  an  electing  small  busi- 
ness corporation  during  any  taxable  year  of  the  corporation,  to  the  extent  that 
such  amount  is  a  distribution  of  property  out  of  earnings  and  profits  of  the  taxable 
year  as  specified  in  section  316(a)(2),  shall  be  treated  as  a  long-term  capital  gain 
to  the  extent  of  the  shareholder's  pro  rata  share  of  the  excess  of  the  corporation's 
net  long-term  capital  gain  over  its  net  short-term  capital  loss  for  such  taxable 
year.  For  purposes  of  this  paragraph,  such  excess  shall  be  deemed  not  to  exceed 
the  corporation's  taxable  income  computed  as  provided  in  section  1373(d)  for  the 
taxable  year. 

"  (2)  Determination  of  shareholder's  pro  rata  share.  A  shareholder's  pro  rata 
share  of  such  excess  for  any  taxable  year  shall  be  an  amount  which  bears  the  same 
ratio  to  such  excess  as  the  amount  of  dividends  described  in  paragraph  (1)  includ- 
ible in  the  shareholder's  gross  income  bears  to  the  entire  amount  of  dividends 
described  in  paragraph  (1)  includible  in  the  gross  income  of  all  shareholders. 

"(b)  Dividends  received  credit  not  allowed.  The  amount  includible  in  the  gross 
income  of  a  shareholder  as  dividends  from  an  electing  small  business  corporation 
during  any  taxable  year  of  the  corporation  (including  anj^  amount  treated  as  a 
dividend  under  section  1373(b))  shall  not  be  considered  a  dividend  for  purposes 
of  section  34,  section  37,  or  section  116  to  the  extent  that  such  amount  is  a  distribu- 
tion of  proDerty  out  of  earnings  and  profits  of  the  taxable  year  as  specified  in 
section  316(a)(2).  For  purposes  of  this  subsection,  the  earnings  and  profits  of 
the  taxable  year  shall  be  deemed  not  to  exceed  the  corporation's  taxable  income 
(computed  as  provided  in  section  1373(d))  for  the  taxable  year. 

"(c)  Treatment  of  family  groups.  Any  dividend  received  by  a  shareholder  from 
an  electing  small  business  corporation  (including  any  amount  treated  as  a  dividend 
under  section  1373(b))  may  be  apportioned  or  allocated  by  the  Secretary  or  his' 
delegate  between  or  among  shareholders  of  such  corporation  who  are  members  of 
such  shareholder's  family  (as  defined  in  section  704(e)(3)),  if  he  determines  that 
such  apportionment  or  allocation  is  necessary  in  order  to  reflect  the  value  of  serv- 
ices rendered  to  the  corporation  by  such  shareholders. 

"(d)  Distributions  of  undistributed  taxable  income  previously  taxed  to  share- 
holders— (1)  Distributions  not  considered  as  dividends.  An  electing  small  business 
corporation  may  distribute,  in  accordance  with  regulations  prescribed  by  the 
Secretary  or  his  delegate,  to  any  shareholder  all  or  any  portion  of  the  shareholder's 
net  share  of  the  corporation's  undistributed  taxable  income  for  taxable  years 
prior  to  the  taxable  year  in  which  such  distribution  is  made.  Any  such  distribu- 
tion shall,  for  purposes  of  this  chapter,  be  considered  a  distribution  which  is  not 
a  dividend,  but  the  earnings  and  profits  of  the  corporation  shall  not  be  reduced 
by  reason  of  any  such  distribution. 
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"(2)  Shareholder's  net  share  of  undistributed  taxable  income.  For  purposes  of 
this  subsection,  a  shareholder's  net  share  of  the  undistributed  taxable  income  of 
an  electing  sniall  business  corporation  is  an  amount  equal  to — 

"(A)   The  sum  of  the  amounts  included  in  the  gross  income  of  the  share- 
holder under  section  1373(b)  for  all  prior  taxable  years  (excluding  any  taxable 
year  to  which  the  provisions  of  this  section  do  not  apply  and  all  taxable  years 
preceding  such  year),  reduced  by 
"(B)   The  sum  of— 

"(i)  The  amounts  allowable  under  section  1374(b)  as  a  deduction 
from  gross  income  of  the  shareholder  for  all  prior  taxable  years  (excluding 
any  taxable  year  to  which  the  provisions  of  this  section  do  not  apply  and 
all  taxable  years  preceding  such  year),  and 

"(ii)  All  amounts  previously  distributed  during  the  taxable  year  and 
all  prior  taxable  years  (excluding  any  taxable  year  to  which  the  provisions 
of  this  section  do  not  apply  and  ail  taxable  years  preceding  such  year) 
to  the  shareholder  which  under  paragraph  (l)  were  considered  distribu- 
tions which  were  not  dividends." 

[Sec.  1375  as  added  by  sec.  64(a),  Tectmieal  Amendments  Act  1958  (72  Stat.  1654)] 

§  1.1375-1     Special  rules  applicable  to  capital  gains. 

(a)  In  general.  The  amount  includible  by  a  shareholder  in  gross  income  as 
dividends  received  from  an  electing  small  business  corporation  during  any  taxable 
year  of  such  corporation  shall  be  treated  as  long-term  capital  gain  to  the  extent, 
if  any,  of  such  shareholder's  pro  rata  share  of  the  excess  of  the  corporation's  net 
long-term  capital  gain  over  its  net  short-term  capital  loss  for  such  taxable  year. 
For  this  purpose  such  excess  shall  not  exceed  the  taxable  income  (as  defined  in 
section  1373(d)  of  the  corporation  for  the  taxable  year.  This  capital  gain  treat- 
ment applies  both  to  actual  distributions  of  dividends  and  to  amounts  treated  as 
dividends  pursuant  to  section  1373(b) ;  however,  it  applies  only  to  the  extent  that  a 
dividend  is  out  of  earnings  and  profits  of  the  current  taxable  year  of  the 
corporation. 

(b)  Determination  of  pro  rata  share.  To  compute  a  shareholder's  pro  rata 
share  of  capital  gain  it  is  necessary  to  determine — • 

(1)  The  excess  of  the  corporation's  long-term  capital  gain  over  its  short-term 
capital  loss  for  the  taxable  year; 

(2)  The  corporation's  taxable  income  (as  defined  in  section  1373(d))  for  the 
taxable  year; 

(3)  The  amount  of  dividends  from  earnings  and  profits  of  the  current  taxable 
year  included  in  such  shareholder's  gross  income,  determined  in  accordance  with 
paragraphs  (d)  and  (e)  of  §  1.1373-1;  and 

(4)  The  amount  of  dividends  from  earnings  and  profits  of  the  current  taxable 
year  included  in  the  gross  income  of  all  shareholders  of  the  corporation  during 
such  taxable  year. 

The  pro  rata  share  is  the  amount  which  bears  the  same  ratio  to  the  lesser  of  the 
amounts  determined  in  subparagraphs  (1)  and  (2)  of  this  paragraph  as  the  amount 
determined  in  subparagraph  (3)  of  this  paragraph  bears  to  the  amount  deter- 
mined in  subparagraph  (4)  of  this  paragraph. 

(c)  Allocation  of  capital  gains  to  various  distributions.  If  distributions  of  divi^- 
dends  (including  amounts  treated  as  dividends  under  section  1372(b))  '  out  of  the 
earnings  and  profits  of  the  taxable  year  of  an  electing  small  business  corporation 
are  made  to  a  shareholder  at  different  times  during  the  corporation's  taxable  year, 
the  amount  treated  as  capital  gain  to  the  shareholder  pursuant  to  section  1375(a) 
shall  be  allocated  ratably  to  the  various  distributions  of  such  dividends.  Thus,  if 
the  taxable  year  of  the  corporation  includes  portions  of  two  taxable  years  of  the 
shareholder,  and  in  both  of  such  years  of  the  shareholder  there  are  distributions 
treated  as  dividends  out  of  earnings  and  profits  of  the  corporation's  taxable  year, 
part  of  the  capital  gain  is  allocated  to  the  earlier  taxable  year  of  the  shareholder 
and  part  to  the  later  taxable  year. 

(d)  Level  for  determining  character  of  gain.  Ordinarily,  for  purposes  of  deter- 
mining whether  gain  on  the  sale  or  exchange  of  an  asset  by  an  electing  small 
business  corporation  is  capital  gain,  the  character  of  the  asset  is  determined  at  the 
corporate  level.  However,  if  an  electing  small  business  corporation  is  availed  of 
by  any  shareholder  or  group  of  shareholders  owning  a  substantial  portion  of  the 
stock  of  such  corporation  for  the  purpose  of  selling  property  which  in  the  hands  of 
such  shareholder  or  shareholders  would  not  have  been  an  asset,  gain  from  the 

'  See  changes  made  in  Notice  of  Proposed  Rule  Making  issued  March  17, 1959,  which  follows. 
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sale  of  which  would  be  capital  gain,, then  the  gain  on  the  sale  of  such  property  by 
the  corporation  shall  not  be  treated  as  a  capital  gain.  For  this  purpose,  in  deter- 
mining the  character  of  the  asset  in  the  hands  of  the  shareholder,  the  activities  of 
other  electing  small  business  corporations  in  which  he  is  a  shareholder  shall  be 
taken  into  consideration. 

(e)  Exa7nples.  The  application  of  this  section  may  be  illustrated  by  the  follow- 
ing examples: 

Exarnple  (1).  An  electing  small  business  corporation  which  has  three 
equal  shareholders  has  net  long-term  capital  gain  in  excess  of  net  short- 
term  capital  loss  of  $9,000  for  its  taxable  year  1959.  In  that  year  it  has 
taxable  income  (as  defined  in  section  1373  (d))  and  current  earnings  and 
profits  in  excess  of  $9,000,  but  makes  no  distributions.  Of  the  undistributed 
taxable  income  includible  in  the  gross  income  of  each  of  the  three  share- 
holders pursuant  to  section  1373  (b)  as  dividends  deemed  received,  $3,000 
is  treated  as  long-term  capital  gain. 

Example  {2).  An  electing  small  business  corporation  which  has  four  equal 
shareholders  has  taxable  income  (as  defined  in  section  1373(d))  and  current 
earnings  and  profits  of  $80,000  for  the  taxable  year.  It  has  an  excess  of 
$100,000  of  net  long-term  capital  gain  over  net  short-term  capital  loss  for 
the  taxable  year.  The  corporation  distributes  $100,000  in  money  during 
the  taxable  year,  $25,000  to  each  shareholder,  all  of  which  is  treated  as  a 
dividend  since  the  corporation  had  a  substantial  amount  of  accumulated 
earnings  and  profits  at  the  beginning  of  the  taxable  year.  However,  since 
the  amount  which  will  be  treated  as  long-term  capital  gain  in  the  hands  of 
the  shareholders  cannot  exceed  the  corporation's  taxable  income  for  the 
taxable  year,  and  is  limited  to  distributions  out  of  earnings  and  profits 
of  the  taxable  year,  the  amount  which  can  be  treated  as  a  long-term  capital 
gain  by  each  shareholder  is  $20,000. 

Example  (3).  An  electing  small  business  corporation  on  the  calendar  year 
has  two  equal  shareholders  on  fiscal  years  ending  June  30.  For  the  taxable 
year  1959  the  corporation  has  taxable  income  and  current  earnings  and  profits 
of  $200,000  (including  a  long-term  capital  gain  of  $80,000).  The  corpora- 
tion distributes  cash  dividends  of  $75,000  to  each  of  its  shareholders  on  March 
15,  1959,  and  $25,000  to  each  on  September  15,  1959.  Each  shareholder's 
pro  rata  share  of  the  corporation's  capital  gain  is  $40,000  (Vz  of  $80,000).- 

of  this  share  of  the  capital  gain,  $30,000  (/iqq  ^qqq  X  $40,000^  is  includible 

by  each  shareholder  in  his  taxable  year  ending  June  30,   1959,  and  $10,000 
thereof  in  his  taxable  year  ended  June  30,  1960. 

§  1.1375-2     Dividends  received  exclusion  and  credit  not  allowed. 

(a)  In  general.  Under  section  1375  (b),  the  amounts  includible  in  the  gross 
income  of  a  shareholder  as  dividends  from  an  electing  small  business  corpora- 
tion _  (including  amounts  treated  as  dividends  under  section  1373(b))  are  not 
considered  dividends  for  purposes  of  section  34  (dividends  received  credit), 
section  37  (retirement  income  credit),  and  section  116  (partial  dividends  exclusion) 
to  the  extent  that  such  amounts  are  distributions  out  of  the  earnings  and  profits 
of  the  taxable  year.  For  purposes  of  the  preceding  sentence,  the  earnings  and 
profits  of  the  taxable  year  are  deemed  not  to  exceed  the  corporation's  taxable 
income  (as  defined  in  section  1373(d)).  For  rules  as  to  the  allocation  of  the  earn- 
ings and  profits  of  the  taxable  year  to  distributions  made  during  the  year,  see 
paragraphs  (d)  and  (e)  of  §1.1373-1. 

(b)  Examples.  The  following  examples  illustrate  the  application  of  section 
1375(b)  and  paragraph  (a)  of  this  section: 

Example  (1).  An  electing  small  business  corporation  has  taxable  income 
(as  defined  in  section  1373(d))  and  earnings  and  profits  of  $10,000  for  the 
taxable  year  and  accumulated  earnings  and  profits  of  $20,000  at  the  beginning 
of  the  taxable  year.  During  the  taxable  year  the  corporation  distributes  a 
dividend  of  $15,000  in  money.  Of  the  amount  distributed,  $10,000  is  not 
entitled  to  the  dividends  received  exclusion  under  section  116  or  the  credits 
under  section  34  or  37,  siace  it  is  paid  out  of  the  earnings  and  profits  of  the 
corporation's  taxable  year.  The  $5,000  paid  out  of  accumulated  earnings 
and  profits  is  considered  a  dividend  for  purposes  of  the  exclusion  and  credits. 

Example  {2).  Assume  the  same  facts  as  in  example  (1),  except  that  the  tax- 
able income  for  the  taxable  year  is  $9,000  and  the  corporation  also  received 
$1,000  of  tax-exempt  interest  on  certain  governmental  obligations.  Of  the 
$15,000  distributed,  only  $9,000  would  not  be  considered  a  dividend  for  pur- 
poses of  the  dividends  received  exclusion  under  section  116  or  the  credits 
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tunder  section  34  or  37,  since,  for  purposes  of  section  1375(b),  the  earnings  and 
profits  for  the  taxable  year  are  deemed  not  to  exceed  taxable  income  (as 
defined  in  section  1373(d)) . 

?  1.1375-3     Treatment  of  family  groups. 

(a)  In  general.  Pursuant  to  section  1375(c)  any  dividend  received  by  a  share- 
holder from  an  electing  small  business  corporation  (including  any  amount  treated 
as  a  dividend  under  section  1373(b))  may  be  apportioned  or  allocated  by  the 
district  director  between  or  among  shareholders  of  such  corporation  who  are 
members  of  such  shareholder's  familv,  if  he  determines  that  such  apportionment  or 
allocation  is  necessarv  in  order  to  reflect  the  value  of  services  rendered  to  the  corpo- 
ration by  such  shareholders.  In  determining  the  value  of  services  rendered  by  a 
shareholder,  consideration  shall  be  given  to  all  the  facts  and  circumstances  to  all 
the  facts  and  circumstances  of  the  business,  including  the  managerial  responsibili- 
ties of  the  shareholder,  and  the  amount  that  would  ordinarily  be  paid  in  order  to 
obtain  comparable  services  from  a  person  not  having  an  interest  in  the  cornoration. 
The  taxable  income  of  the  corporation  shall  be  neither  increased  nor  decreased 
because  of  the  reqllocction  of  divide'^ds  uT^der  section  1375(c).  The  amount  re- 
allocated shall  be  considered  a  dividend  to  the  shareholder  to  whom  it  is  reallocated. 

(b)  Family  defined.  For  nnrnns^s  of  section  137.'^(c).  the  family  of  an  individual 
shall  include  only  his  spouse,  ancestors,  and  lineal  descendants. 

(c)  Example.  The  provisions  of  section  1375(c)  may  be  illustrated  by  the 
foUowipg  example: 

Example.  The  stock  of  an  electing  small  business  corporation  is  owned 
50  percent  by  F  and  50  percent  bv  S,  a  minor  son  of  F.  For  the  taxable 
year  the  corporation  has  $80,000  of  taxable  income  and  earnings  and  profits. 
Durino;  the  year  the  corporation  distributes  dividends  (includinq:  amounts 
treated  as  dividends  under  section  1373(b))  of  $35,000  to  F  and  $35,000  to  S. 
Compensation  of  $10,000  is  paid  bv  the  corporation  to  F  for  services  rendered 
durino;  the  year,  and  no  compensation  is  paid  to  S,  who  rendered  no  services. 
Based  on  the  relevant  facts,  a  reasonable  compensation  for  the  services  ren- 
dered bv  F  would  be  $30,000.  In  the  discretion  of  the  district  director,  up 
to  $10,000  of  the  $25,000  dividend  received  by  S  may,  for  tax  purposes,  be 
allocated  to  F.> 

(d)  Effect  of  loaiver  nf  dividends  resulting  in  disproportionate  distrihiitions  among 
■members  of  family.  If  a  non-r>ro  rata  distribution  of  dividends  is  mf^e  to  mem- 
bers of  a  family  group,  the  rrember  of  snch  group  who  receives  les"^  than  his  pro 
rata  share  of  such  distribution  will  be  deemed  to  have  waived  his  right  to  divi- 
dends to  the  extent  that  his  distribution  is  less  than  his  pro  rata  share,  imless  he 
«3an  establish  that  the  distribution  was  m^ade  disnroriortionately  without  his  con- 
sent. In  the  case  of  such  a  waiver,  the  amount  distributed  to  members  of  the 
family  eroup  shall  be  reallocated  among  all  the  members  of  the  group  in  accord- 
ance with  the  number  of  shares  owned  by  each  member. 

§1.1375-4     Distribution  of  previously  taxed  income. 

(a)  In  general.  Under  section  1375(d)(1),  a  distribution  by  an  electing  small 
business  corporation  to  a  shareholder  of  all  or  anv  portion  of  his  net  share  of 
previouslv  taxed  income  is  considered  a  distribution  which  is  not  a  dividend. 
Such  a  distribution  reduces  the  basis  of  the  shareholder's  stoc\-  in  the  corporation 
in  accordance  with  section  301(c)(2),  and,  if  it  exceeds  such  basis,  is  subject  to 
the  provisions  of  section  301(c)  (3).  The  earnings  and  profits  of  the  corporations 
are  not  reduced  bv  reason  of  such  a  distribution.  If  an  election  is  terminated 
under  section  1372re),  the  corporation  may  not,  durinoc  the  first  taxable  ve_ar  to 
which  the  termination  applies  or  during  any  subsequent  taxable  year,  distribute 
previouslv  taxed  income  of  taxable  years  prior  to  the  termination  as  a  nondividend 
■distribution  pursuant  to  this  section. 

(b)  Source  of  distribution.  Except  as  provi-^ed  in  paragraph  (c)  of  this  sec- 
tion, any  actual  distribution  of  money  by  an  electing  small  business  corporation 
to  a  shareholder  which,  but  for  the  operation  of  this  section,  would  be  a  divi- 
dend out  of  accumulated  earnings  and  profits  shall  be  considered  a  distribution 
pf'previouslv  taxed  income  to  the  extent  of  the  shareholder's  net  share  of  nrevi- 
ously  taxe^l  income  immei^iately  before  the  rlistribution.  Th'is,  a  riistribution  of 
property  other  than  money  or  a  distribution  in  exchange  for  stock,  or  a  con- 
structi^^e  distribution  under  section  1373  (b),  is  never  a  distribution  of  pre-'dously 
taxed  income.  Since  current  earnings  and  profits  are  first  applied  to  distribu- 
tions of  money  which  are  not  in  exchange  for  stock  (see  paragraphs   (d)   and 

1  See  changes  made  in  Notice  of  Proposed  Rule  Making  issued  March  17, 1959,  which  follows. 
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(e)  of  §  1.1373-1),  a  distribution  of  previously  taxed  income  may  occur  only- 
if  during  its  taxable  year  the  corporation  makes  such  money  distributions  in 
excess  of  its  earnings  and  profits  for  such  taxable  year. 

(c)  Election.  An  electing  small  business  corporation  may,  with  the  consents 
of  all  its  shareholders,  elect  to  treat' distributions  as  out  of  accumulated  earnings 
and  profits  rather  than  as  distributions  of  previously  taxed  income.  Such 
election  must  be  filed  with  the  return  required  under  section  6037.  Such  election 
applies  only  with  respect  to  distributions  made  by  the  corporation  during  ,the 
taxable  year  to  which  such  return  relates. 

(d)  Shareholder' s  net  share  of  previously  taxed  income.  A  .shareholder's  nejt 
share  of  previously  taxed  income  as  of  the  time  of  a  distribution  is — 

(1)  The  sum  of  the  amounts  included  in  the.  gross  income  of  the  shareholder 
under  section  1373(b)  for  all  of  his  taxable  years  ending  before  the  .distribution,, 
less 

(2)  The  sum  of—  . 

(i)  The  amounts  allowable  under  section  1374(b)  as  a  deduction  from  .gross 
income  of  the  shareholder  for  all  of  his  taxable  years  ending  before  the  distribu- 
tion, and 

(ii)  The  amounts  previously  distributed  to  the  shareholder  during  his  current 
taxable  year  and  all  of  his  prior  taxable  years,  which,  under  section  137.5  (d).(l), 
were  not  considered  dividends.  ^  .       . 

In  computing  the  sum  of  the  amounts  included  in  gross  income  under  section 
1373(b),  only  the  amount  included  on  the  shareholder's  income  tax  return  for  a 
prior  taxable  year  is  taken  into  account,  unless  the  shareholder  is  not  required  to 
file  a  return  for  such  prior  taxable  year.  The  amounts  allowable  under  section 
1374(b)  as  a  deduction  means  all  allowable  deductions  whether  or  not  claimed' 
on  the  income  tax  return  of  the  shareholder  and  whether  or  not  resulting  in  any 
tax  benefit.  If  a  new  election  is  made  subsequent  to  a  termination  under  section 
1372(e)  of  a  prior  election,  a  shareholder's  net  share  of  previously  taxed  income  is- 
determined  solely  by  reference  to  taxable  years  which  are  subject  to  the  new 
election . 

(e)  Benefits  not  transferable.  A  shareholder's  right  to  nondividend  distributions 
under  this  section  is  personal  and  cannot  in  any  manner  be  transferred  to  another. 
If  a  shareh-ilder  transfers  part  but  not  all  of  his  stock  in  an  electing  small  business 
corporation  his  net  share  of  previously  taxed  income  is  not  reduced  by  reason  of 
the  transfer  and  the  transferee  does  not  acquire  any  part  of  such  net  share. 
If  a  shareholder  transfers  all  of  his  stock  in  an  electing  small  business  corporation, 
any  right  which  he  may  have  had  to'  nondivident  treatment  upon  the  receipt  of 
distributions  lapses  entirely  unless  he  again  becomes  a  shareholder  in  the  cor-r 
poration  while  it  is  subject  to  the  same  election. 

(f)  Record  reqtdrement.  A  record  of  the  net  share  of  previously  taxed  income' 
of  each  shareholder  shall  be  maintained  by  the  electing  small  business  corporation. 
In  addition,  each  shareholder  of  such  corporation  shall  keep  a  record  of  his  own 
net  share  of  previously  taxed  income  and  shall  make  such  record  available  to  the 
corporation  for  its  information. 

(g)  Examples.  The  operation  of  this  section  may  be  illustrated  by  the  following 
examples: 

Example  (1).  (i)  Corporation  X,  of  which  A  (a  calendar  year  taxpayer)  is 
the  sole  stockholder  is  an  electing  small  business  corporation  for  its  taxable 
years  ended  December  31,  1958,  1959,  and  1960.  For  its  taxable  year  1958 
it  has  a  net  operating  loss  of  $10,000.  For  its  taxable  year  1959  it  has  undis- 
tributed taxable  income  of  $50,000.  Assuming  that  A  included  in  his  return 
the  undistributed  taxable  income  for  1959  and  assuming  that  the  1958  net 
operating  loss  did  not  exceed  the  limitation  imposed  by  section  1374(c)(2), 
A's  net  share  of  previously  taxed  income  as  of  January  1,  1960,  is  $40,000. 

(ii)  Arsume  the  additional  fact  that  for  the  taxable  year  1960  Corporation 
X  has  a  net  operating  loss  of  $40,000,  which  is  fully  allowable  to  A  as  a  deduc- 
ti  n.  This  net  operating  loss  aoes  not  affect  A's  share  of  previously  taxed 
income  for  purposes  of  determining  the  nature  of  distributions  during  1960, 
since  such  net  share  is  reduced  only  by  the  deductions  allowable  for  taxable 
years  of  the  shareholder  ending  before  the  distribution.  However,  in  com- 
puting his  net  share  of  previously  taxed  income  for  years  subsequent  to  1960/ 
A  niust  take  the  $40,000  deduction  for  1960  into  account. 

(iii)  If  in  1960,  at  a  time  when  his  net  share  of  previously  taxed  income  is 
$40,000,  A  sold  his  stock  in  the  corporation  to  B,  who  was  not  previously  a 
shareholder.  B's  net  share  of  previously  taxed  income  as  of  the  date  of 
purchase  would  be  zero.  The  result  would  be  the  same  if,  for  example,  B 
had  received  the  stock  by  gift  or  by  bequest  from  A. 
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Example  (2).  Corporation  Y,  au  electing  small  business  corporation,  is 
on  a  fiscal  year  ending  January  31.  C,  a  shareholder  in  the  corporation,  is 
on  a  calendar  vear.  For  its  fiscal  yoar  ending  January  31,  1960,  corporation 
Y  has  $50,000"  of  undistributed  taxable  income,  half  of  which  is  included  in 
C's  gross  income  for  his  taxable  year  1960.  The  amount  so  included  does 
not  increase  C's  not  share  of  previously  taxed  income  for  purposes  of  dis- 
tributions at  any  time  during  1960,  since  his  net  share  of  previously  taxed 
income  is  increased  only  by  amounts  included  in  gross  income  for  his  taxable 
years  ending  before  the  distribution. 

Example  {S).  Corporation  Z,  an  electing  small  business  corporation,  has 
tvi^o  equal  shareholders,  A  and  B  (both  calendar  year  taxpayers),  during  its 
taxable  year  ended  December  31,  1960.  No  election  is  made  under  para- 
graph (c)  of  this  section.  As  of  the  beginning  of  1960  the  corporation  has 
$20,000  of  accumulated  earnings  and  profits.  For  the  taxable  year  1960, 
corporation  Z  has  current  earnings  and  profits  and  taxable  income  of  $8,000. 
In  June  1960,  it  makes  money  distributions  of  $5,000  to  A  and  $5,000  to  B, 
and  in  November  1960,  it  distributes  the  same  amount  in  money  to  each. 
Immediately  before  the  distribution  in  June,  A's  net  share  of  previously  taxed 
income  was  $6,000  and  B's  net  share  was  $4,000.  Current  earnings  and 
profits  are  allocated  ratably  to  each  of  the  four  distributions.  (See  para- 
graphs (d)  and  (e)  of  §  1.1373-1.)  Therefore,  each  distribution  to  A  and  B 
is  a  dividend  from  current  earnings  and  profits  to  the  extent  of  $2,000.  As 
to  the  June  distribution,  the  $3,000  distributed  to  A  and  B  which  is  not  out 
of  current  earnings  and  profits  is  a  distribution  of  previously  taxed  income  and 
therefore  not  a  dividend,  since  immediately  before  the  distribution  the  net 
share  of  each  is  in  excess  of  $3,000.  As  to  the  November  distribution,  the 
-  $3,000  distributed  to  A  which  is  not  out  of  current  earnings  and  profits  is  a 
nondividend  distribution  since  his  net  share  of  previously  taxed  income  at 
that  date  is  $3,000  ($6,000  less  $3,000  absorbed  by  the  June  distribution) ; 
however,  the  $3,000  distribution  to  B  is  not  out  of  current  earnin  ^s  and  profits 
is  a  nondividend  distribution  to  the  extent  of  $1,000  and  a  dividend  from 
accumulated  earnings  and  profits  to  the  extent  of  $2,000,  since  his  net  share 
of  previously  taxed  income  at  that  date  is  $1,000  ($4,000  less  $3,000  absorbed 
by  the  June  distribution). 

Example  (4) .     Corporation  N,  an  electing  small  business  corporation,  has 
current  earnings  and  profits  and  taxable  income  of  $30,000  for  1960.     As  of 
the  bepnning  of  that  taxable  year  it  has  $20,000  of  accumulated  earnings 
and  profits.     During  the  year  the  corporation  distributes  $28,000  in  money 
to  its  shareholders  and  makes  a  distribution  of  property  other  than  money 
with  a  fair  market  value  and  basis  of  $10,000.     Since  current  earnings  and 
profits  are  applied  first  to  the  distributions  of  money  (see  paragraphs  (d)  and 
..      (e)  of  §  1.1373-1),  the  entire  distribution  of  $28,000  is  a  dividend  out  of 
current  earnings  and  profits.     In  addition,  since  a  distribution  of  previously 
taxed  income  cannot  be  made  in  property  other  than  money,  the  property 
distribution  is  a  dividend  to  the  full  extent  of  its  value,  $10,000,  partly  from 
current  and  partly  from  accumlated  earnings  and  profits. 
§  1.1376     Statutory  provisions;  adjustment  to  basis  of  stock  of,  and  indebtedness 
owing,  shareholders. 
"Sec.   1376.  Adjustment  to  basis  of  stock  of,  and  indebtedness  owing,  share- 
holders— (a)  Increase  in  basis  of  stock  for  am.ounts  treated  as  dividends.     The  basis 
of  a  shareholder's  stock  in  an  electing  small  business  corporation  shall  be  increased 
hy  the  amount  required  to  be  included  in  the  gross  income  of  such  shareholder 
under  section  1373(b),  but  only  to  the  extent  to  which  such  amount  is  included 
in  his  gross  income  in  his  return,  increased  or  decreased  by  any  adjustment  of 
such  amount  in  any  redetermination  of  the  shareholder's  tax  liability. 

"(b)  Reduction  in  basis  of  stock  and  indebtedness  for  shareholder's  portion  of 
corporation  net  operating  loss — (1)  Reduction  in  basis  of  stock.  The  basis  of  a 
shareholder's  stock  in  an  electing  small  business  corporation  shall  be  reduced 
(but  not  below  zero)  by  an  amount  equal  to  the  amount  of  his  portion  of  the 
corporation's  net  operating  loss  for  any  taxable  year  attributable  to  such  stock 
(as  determined  under  section  1374(c)). 

"(2)  Reduction  in  basis  of  indebtedness.  The  basis  of  any  indebtedness  of  an 
electing  small  business  corporation  to  a  shareholder  of  such  corporation  shall  be 
reduced  (but  not  below  zero)  by  an  amount  pqual.to  the  amount  of  the  share- 
holder's portion  of  the  corporation's  net  operating  loss  for  any  taxable  year  (as 
determined  under  section  1374(-c)),  but  only  to  the  extent  that  such  amount 
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exceeds  the  adjusted  basis  of  the  stock  of  such  corporation  held  by  the  share- 
holder." 

[Sec.  1376  as  added  by  sec.  64(a),  Tecbnical  Amendments  Act  1958  (72  Stat.  1655)] 
§  1.1376-1  Adjustment  to  basis  of  stock  of,  and  indebtedness  to,  shareholders.. 
Increase  in  basis  of  stock.  Under  section  1376(a)  the  basis  of  a  shareholder's 
stock  in  an  electing  small  business  corporation  is  increased  by  the  amount  required 
to  be  included  in  the  gross  income  of  such  shareholder  under  section  1373(b), 
but  only  to  the  extent  to  which  such  amount  is  actually  included  in  his  gross 
income  in  his  income  tax  return  (unless  under  section  fc012(a)(l)  the  shareholder 
is  not  required  to  file  a  return),  increased  or  decreased  by  any  adjustment  of  such 
amount  in  any  redetermination  of  the  shareholder's  tax  liability.  The  effect  of 
this  rule  is  the  same  as  if,  on  the  last  day  of  the  corporation's  taxable  year,  such 
amount  had  actually  been  distributed  as  a  dividend  and  then  reinvested  by  such 
shareholder.  This  increase  in  basis  will  affect  only  those  shares  of  stock  of  the 
electing  small  business  corporation  which  the  shareholder  owned  at  the  end  of 
the  corporation's  taxable  year  and  is  apportioned  in  equal  amounts  to  each  such 
share.  The  increase  is  effective  as  of  such  last  day,  and  survives  a  termination, 
of  the  corporation's  election.     See  section  1372(b)(2). 

§  1.1376-2     Reduction  in  basis  of  stock  and  indebtedness. 

(a)  Reduction  in  basis  of  stock — (1)  In  general.  Under  section  1376(b)(1), 
the  basis  of  a  shareholder's  stock  in  an  electmg  small  business  corporation  is  re- 
duced by  an  amount  equal  to  his  portion  of  the  corporation's  net  operating  loss; 
for  any  taxable  year  attributable  to  such  stock.  However,  the  basis  of  such  stock 
is  not  to  be  reduced  below  zero. 

(2)  Amount  of  reduction  in  basis  of  individual  shares,  (i)  The  amount  of  the 
reduction  in  the  basis  of  each  share  of  stock  shall  be  that  portion  of  the  share- 
holder's pro  rata  share  of  the  corporation's  net  operating  loss  which  is  attrib- 
utable to  each  such  share  under  the  rule  in  section  1374(c).  In  the  event  that 
the  basis  reduction  applicable  to  a  share  of  stock  under  the  rule  in  the  preceding 
sentence  exceeds  the  basis  of  such  share,  the  excess  shall  be  applied  in  reduction 
of  the  basis  of  all  other  shares  of  stock  owned  by  the  same  shareholder  in  propor- 
tion to  the  basis  of  such  shares  remaining  after  the  application  of  the  rule  in  the 
preceding  sentence. 

(ii)  The  application  of  this  subparagraph  may  be  illustrated  by  the  following 
example: 

Example.  A's  pro  rata  share  of  the  corporation's  net  operating  loss  for 
the  taxable  year  is  $100.  This  amount  is  attributable,  undei  the  rule  of 
section  1374(c),  to  three  shares  of  stock  held  by  A  during  the  taxable  year; 
one  of  which  was  owned  by  him  during  the  entire  year  and  the  other  two  of 
which  were  acquired  by  him  in  the  middle  of  the  year.  The  amount  of  the 
pro  rata  share  of  the  loss  attributable  to  each  share  is  as  follows: 

Share  No.  1  (owned  for  entire  year) $50 

Share  No.  2  (owned  for  one-half  year) 25 

Share  No.  3  (owned  for  one-half  year) 25 

The  reduction  in  basis  of  share  No.  1  is  $50,  and  the  reduction  in  basis  of 
shares  No.  2  and  No.  3'is  $25  each.  Assurhe  that  the  adjusted  basis  of  the 
three  shares  of  stock  prior  to  this  reduction  is  as  follows: 

Share  No.  1 $40 

Share  No.  2 . 45 

Share  No.  3 35 

After  the  reduction  in  basis  by  the  amount  of  the  loss  attributable  to  each 
share,  the  basis  of  the  shares  is  as  follows: 

Share  No.  1 $Q 

Share  No.  2 20 

Share  No.  3 __ 10 

The  $10  excess  of  the  basis  reduction  allocable  to  share  No.  1  over  the  basis  of 
that  share  is  applied  to  reduce  the  basis  of  shares  No.  2  and  No.  3  in  propor- 
tion to  their  remaining  basis.  Therefore,  $6.67  of  such  excess  reduces  the 
basis  of  share  No.  2,  and  $3.33  of  such  excess  reduces  the  basis  of  share  No.  3. 
After  this  reduction  the  shares  have  the  following  basis: 

Share  No.  1 $0 

Share  No.  2 13.  33 

Share  No.  3 6.  67 
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(3)  Time  of  reduction,  (i)  The  reduction  in  the  basis  of  stock  provided  under 
section  1376(b)(1)  shall  be  effective  as  of  the  close  of  the  corporation's  taxable 
year  in  which  the  net  operating  loss  was  incurred  as  to  stock  which  is  held  at  such 
time  and  as  of  the  close  of  the  day  before  disposition  if  the  stock  was  disposed  of 
prior  to  that  time. 

(ii)  The  application  of  this  subparagraph  may  be  illustrated  by  the  folUowing 
example : 

Example.  Corporation  X,  an  electing  small  business  corporation,  is  on  a 

calendar  year.     On  June  2,  1960,  A,  a  shareholder  in  corporation  X,  sells  50 

shares  of  stock  which,  without  regard  to  section  1376(b)(1),  have  a  basis  of 

$10,000.     At  the  end  of  1960  it  is  determined  that  corporation  X  has  a  net 

operating  loss  for  the  year,  and  $1,000  of  A's  pro  rata  share  of  such  loss  is 

attributable  to  the  50  shares  sold  in  June.     The  reduction  in  basis  required  by 

section  1376(b)  (1)  is  effective  as  of  the  close  of  June  1,  1960,  the  day  before  the 

sale,  and  A's  basis  for  purposes  of  determining  gain  or  loss  on  the  sale  is 

$9,000. 

(b)    Reduction  in  basis  of  indebtedness — (1)    In  general.     Under  section  1376(b) 

(2),  the  basis  of  any  indebtedness  of  an  electing  small  business  corporation  to  a 

shareholder  is  reduced  by  an  amount  equal  to  the  shareholder's  portion  of  the 

corporation's  net  operating  loss  for  the  taxable  year,  but  only  to  the  extent  that 

such  amount  exceeds  the  basis  of  the  shareholder's  stock  in  the  corporation.     Thus, 

the  amount  of  the  shareholder's  portion  of  the  net  operating  loss  is  first  applied  in 

reduction  of  the  basis  of  his  stock  in  accordance  with  the  rules  of  paragraph  (a)  of 

this  section,  and  only  the  remainder,  if  any,  reduces  the  basis  of  tlae  indebtedness. 

(2)  Indebtedness  affected  by  basis  reduction.  The  reduction  in  the  basis  of  indebt- 
edness provided  by  section  1376  (b)  (2)  shall  apply  to  the  indebtedness  to  the 
shareholder  as  of  the  close  of  the  corporation's  taxable  year  in  which  the  net 
operating  loss  was  incurred  if  the  shareholder  held  stock  in  the  corporation  at 
such  time,  or,  if  the  shareholder  was  not  a  shareholder  at  such  time,  then  as  of  the 
close  of  the  last  day  on  which  he  was  a  shareholder. 

(3)  Aynount  of  reduction  in  basis  of  more  than  one  indebtedness.  If  more  than  one 
indebtedness  is  affected  by  the  basis  reduction  provided  by  section  1376  (b)  (2), 
the  reduction  shall  be  applied  to  each  such  indebtedness  in  proportion  to  the  basis 
of  the  various  debts. 

(4)  Time  of  reduction.  The  reduction  in  the  basis  of  indebtedness  provided  by 
section  1376(b)(2)  shall  be  effective  as  of  the  close  of  the  corporation's  taxable 
year  in  which  the  net  operating  loss  was  incurred  if  the  shareholder  held  stock  in 
the  corporation  at  that  time,  or,  if  the  shareholder  was  not  a  shareholder  at  that 
timCj  then  as  of  the  last  day  on  which  he  was  a  shareholder. 

§  1.1377     Statutory  provisions;  special  rules  applicable  to  earnings  and  profits  of 
electing  small  business  corporation. 

"Skc.  1377.  Special  rules  applicable  to  earnings  and  profits  of  electing  small  business 
corporations — (a)  Reduction  for  undistributed  taxable  income.  The  accumulated 
earnings  and  profits  of  an  electing  small  business  corporation  as  of  the  close  of  its 
taxable  year  shall  be  reduced  to  the  extent  that  its  undistributed  taxable  income 
for  such  year  is  required  to  be  included  in  the  gross  income  of  the  shareholders  of 
such  corporation  under  section  1373(b). 

"(b)  Current  earnings  and  profits  not  reduced  by  any  amount  not  allowable  as 
deduction.  The  earnings  and  profits  of  an  electing  small  business  corporation  for 
any  taxable  year  (but  not  its  accumulated  earnings  and  profits)  shall  not  be  re- 
duced by  any  amount  which  is  not  allowable  as  a  deduction  in  computing  its 
taxable  income  (as  provided  in  section  1373(d))  for  such  taxable  year. 

"(c)  Earnings  and  profits  not  affected  by  net  operating  loss.  The  earnings  and 
profits  and  the  accumulated  earnings  and  profits  of  an  electing  small  business 
corporation  shall  not  be  affected  by  any  item  of  gross  income  or  any  deduction 
taken  into  account  in  determining  the  amount  of  any  net  operating  loss  (computed 
as  provided  in  section  1374(c))  of  such  corporation." 

[See.  1377  as  added  by  sec.  64(a),  Technical  Amendments  Act  1958  (72  Stat.  1656)] 
§  1.377-1     Reduction  of  earnings  and  profits  for  undistributed  taxable  income. 

Section  1377(a)  provides  that  the  accumulated  earnings  and  profits  of  an 
electing  small  business  corporation  as  of  the  close  of  its  taxable  year  shall  be 
reduced  to  the  extent  that  its  undistributed  taxable  income  for  such  year  is  required 
to  be  included  in  the  gross  income  of  shareholders  under  section  1373(b).  See 
section  1375(d)  and  paragraph  (a)  of  §  1.1375-4  for  the  correlative  rule  that  distri- 
butions of  previously  taxed  income  do  not  reduce  earnings  and  profits. 
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§  1.1377-2  Current  earnings  and  profits  not  reduced  by  any  amount  not  allow- 
able as  a  deduction. 
(a)(1)  Tlie  earnings  and  profits  of  an  electing  small  business  corporation  for 
any  taxable  year  (but  not  its  accumulated  earnings  and  profits)  shall  not  be  reduced 
by  any  amount  which  is  not  allowable  as  a  deduction  in  computing  its  taxable 
income  for  such  taxable  year. 

(2)  The  application  of  this  paragraph  may  be  illustrated  by  the  following 
examples: 

Example  (1).  Corporation  X  has  $300,000  of  accumulated  earnings  and 
profits  as  of  the  beginning  of  the  taxable  year.  It  would  have  had  earnings 
and  profits  of  $400,000  for  the  taxable  year  (taking  into  account  a  net  capital 
loss  of  $100,000,  which  amount  was  not  deductible  in  determining  its  taxable 
income)  but  because  it  is  an  electing  small  business  corporation  it  has  earn- 
ings and  profits  of  $500,000  for  the  taxable  year.  If  the  corporation  makes 
a  dividend  distribution  during  the  year  in  the  amount  of  $500,000,  all  of 
such  amount  will  be  considered  a  distribution  of  current  earnings  and  profits. 
However,  the  corporation  will  have  only  $200,000  of  accumulated  earnings 
and  profits  as  of  the  beginning  of  the  following  taxable  year. 

Example  {2).  Assume  the  same  facts  as  in  example  (1),  except  that  the 
corporation  does  not  have  any  accumulated  earnings  and  profits  as  of  the 
beginning  of  the  taxable  year.     The  entire  $500,000  distribution  is  a  dis- 
tribution of  current  earnings  and  profits.     As  of  the  beginning  of  the  year 
following  the  taxable  year  in  which  the  $500,000  distribution  was  made,  the 
corporation  has  neither  accumulated  earnings  and  profits  nor  a  deficit  in 
accumulated  earnings  and  profits.     It  would  begin  such  year  with  its  paid-in 
capital  reduced  by  $100,000. 
(b)   Except  as  otherwise  provided  in  section  1377,  the  earnings  and  profits  of 
the  taxable  year  of  an  electing  small  business  corporation  are  computed  in  the 
same  manner  as  the  earnings  and  profits  of  corporations  generally.     Therefore, 
such  earnings  and  profits  can  exceed  the  taxable  income  of  the  corporation,  as  in 
the  case  of  a  corporation  which  uses  percentage  depletion  in  computing  its  taxable 
ncome  or  which  receives  tax-exempt  interest  on  certain  governmental  obligations. 

§  1.1377-3     Earnings  and  profits  not  affected  by  net  operating  loss. 

(a)  Under  section  1377(c),  the  current  earnings  and  profits  and  the  accumulated 
earnings  and  profits  of  an  electing  small  business  corporation  are  not  affected  by 
any  item  of  gross  income  or  any  deduction  taken  into  account  in  determining 
the  amount  of  any  net  operating  loss  (computed  as  provided  in  section  1374(c)  (1)) 
of  such  corporation. 

(b)  The  application  of  this  section  may  be  illustrated  by  the  following  example: 
Example.  At  the  beginning  of  its  calendar  year  1960  corporation  X,  an 

electing  small  business  corporation,  has  accumulated  earnings  and  profits  of 
$50,000.  During  1960  the  corporation  has  $5,000  of  gross  income  and 
deductible  expenses  of  $15,000,  which  produce  a  $10,000  net  operating  loss 
for  the  taxable  year.  If  corporation  X  were  not  an  electing  small  business 
corporation,  its  accumulated  earnings  and  profits  as  of  January  1,  1961, 
would  have  been  $40,000.  However,  since  corporation  X  was  an  electing 
small  business  corporation  for  1960,  its  accumulated  earnings  and  profits 
are  not  affected  by  the  income  and  deductions  for  1960  because  they  are 
taken  into  account  in  determining  the  net  operating  loss.  Accordingly,  the 
accumulated  earnings  and  profits  of  corporation  X  as  of  January  1,  1961, 
are  $50,000. 
Pae.  2.  The  following  regulations  are  hereby  prescribed  under  section  6037  of" 
the  Internal  Revenue  Code  of  1954: 

§  1.6037     Statutory  provisions;  return  of  electing  small  business  corporation. 

"Sec.  6037.  Return  of  electing  small  business  corporation.  Every  electing  small 
business  corporation  (as  defined  in  section  1371(a)(2))  shall  make  a  return  for 
each  taxable  year,  stating  specifically  the  items  of  its  gross  income  and  the  deduc- 
tions allowable  by  subtitle  A,  the  names  and  addresses  of  all  persons  owning  stock 
in  the  corporation  at  any  time  during  the  taxable  year,  the  number  of  shares  of 
stock  owned  by  each  shareholder  at  all  times  during  the  taxable  year,  the  amount 
of  money  and  other  property  distributed  by  the  corporation  during  the  taxable 
year  to  each  shareholder,  the  date  of  each  such  distribution,  and  such  other  in- 
formation, for  the  purpose  of  carrying  out  the  provisions  of  subchapter  S  of 
cliapter  1 ,  as  the  Secretary  or  his  delegate  may  by  forms  and  regulations  prescribe. 
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Any  return  filed  pursuant  to  this  section  shall,  for  purposes  of  chapter  66  (relating 
to  limitations),  be  treated  as  a  return  filed  by  the  corporation  under  section  6012." 

[Sec.  6037  as  added  by  sec.  64(c),  Technical  Amendments  Act,  1958  (72  Stat.  1656)] 

§  1.6037-1     Return  of  electing  small  business  corporation. 

(a)  In  general.  Every  small  business  corporation  (as  defined  in  section  1371 
(a))  which  has  made  an  election  under  section  1372(a)  not  to  be  subject  to  the 
tax  imposed  by  chapter  1  of  the  Code  shall  file,  with  respect  to  each  taxable  year 
for  which  the  election  is  in  efl'ect,  a  return  of  income  on  Form  1120-S.  The 
return  shall  set  forth  the  items  of  gross  income  and  the  deductions  allowable  in 
computing  taxable  income  as  required  by  the  return  form  or  in  the  instructions 
issued  with  respect  thereto.  The  return  shall  also  set  forth  the  following  informa- 
tion concerning  the  electing  small  business  corporation: 

(1)  The  names  and  addresses  of  all  persons  owning  stock  in  the  corporation 
at  any  time  during  the  taxable  year; 

(2)  The  number  of  shares  of  stock  owned  by  each  shareholder  at  all  times  during, 
the  taxable  year; 

(3)  The  amount  of  money  and  other  property  distributed  by  the  corporation 
during  the  taxable  year  to  each  shareholder; 

(4)  The  date  of  each  distribution  of  money  and  other  property;  and 

(5)  Such  other  information  as  is  required  by  the  form  or  by  the  instructions 
issued  with  respect  to  such  form. 

(b)  Time  and  place  for  filing  return.  The  return  shall  be  filed  on  or  before  the 
15th  day  of  the  third  month  following  the  .close  of  the  taxable  year  v\'ith  the 
district  "director  for  the  internal  revenue  district  in  which  the  corporation's  prin- 
cipal place  of  business  or  principal  office  or  agency  is  located.     (See  section  6072.) 

(c)  Other  provisions.  The  return  on  Form  1120-8  will  be  treated  as  a  return 
filed  by  the  corporation  under  section  6012,  relating  to  persons  required  to  make 
returns  of  income,  for  purposes  of  the  provisions  of  chapter  66  of  the  Code,  relat- 
ing to  limitations.  Thus,  for  example,  the  period  of  limitation  on  assessment 
and  collection  of  any  corporate  tax  found  to  be  due  upon  a  subsequent  deterniina- 
tion  that  the  corporation  was  not  entitled  to  the  benefits  of  subchapter  S  of 
chapter  1  of  the  Code  will  run  from  the  date  of  filing  the  return  under  section  6037, 
or  from  the  date  prescribed  for  filing  such  return,  whichever  is  the  later. 

(d)  Penalties.  For  criminal  penalties  for  failure  to  file  a  return,  supply  informa- 
tion, or  pay  tax,  and  for  filing  a  false  or  fraudulent  return,  statement,  or  other 
document,  see  sections  7203,  7206,  and  7207. 

Par.  3.  Section  1.442-1  of  the  Income  Tax  Regulations  (26  CFR  1.442-1)  is 
amended  by  inserting  a  principal  heading  for  such  section,  by  revising  the  heading 
for  paragraph  (a),  by  revising  paragraphs  (b)(1),  (c)(1),  and  (f),  and  by  inserting 
paragraph  (c)(4),  so  that  such  headings  and  paragraphs  under  §  1.442-1  will  read 
as  follows: 

§  1.442-1     Change  of  annual  accounting  period. 

(a)  Manner  of  effecting  such  change.   *  *  * 

(b)  Prior  approval  of  the  Commissioner — (1)  In  general.  In  order  to  secure 
prior  approval  of  a  change  of  a  taxpayer's  annual  accounting  period,  the  taxpayer 
must  file  an  application  on  Form  1128  with  the  Commissioner  of  Internal  Revenue, 
Washington  25,  D.C.,  on  or  before  the  last  day  of  the  month  following  the  close 
of  the  short  period  for  which  a  return  is  required  to  effect  the  change  of  accounting 
period.  In  general,  a  change  of  annual  accounting  period  will  be  approved  where 
the  taxpayer  establishes  a  substantial  business  purpose  for  making  the  change. 
In  determining  whether  a  taxpayer  has  established  a  substantial  business  purpose 
for  making  the  change,  consideration  will  be  given  to  all  the  facts  and  circum- 
stances relating  to  the  change,  including  the  tax  consequences  resulting  therefrom. 
If  the  effect  of  the  change  is  to  defer  a  substantial  portion  of  the  taxpayer's 
income,  or  to  shift  a  substantial  portion  of  deductions,  from  one  year  to  another 
so  as  to  reduce  substantially  the  tax  liability  of  the  taxpayer,  the  change  will 
ordinarily  not  be  approved.  Further,  approval  will  ordinarily  be  denied  if  the 
effect  of  the  change  is  to  cause  a  similar  deferral  or  shifting  in  the  case  of  aitother 
taxpayer,  such  as  a  partner,  beneficiary,  shareholder  in  an  electing  small  business 
corporation  as  defined  in  section  1371(b),  etc.,  so  as  to  reduce  substantially  such 
other  taxpayer's  tax  liability.  In  addition,  a  change  will  ordinarily  not  be  ap- 
proved if  the  short  period  resulting  from  the  change  is  one  in  which  there  is  a  net 
operating  loss  or,  in  the  case  of  an  electing  small  business  corporation,  if  a  sub- 
stantial portion  of  the  income  of  such  corporation  for  the  short  period  consists 
of  amoimts  treated  as  long-term  capital  gain.  Among  the  nontax  factorsjihat  will 
be  considered  in  determining  whether  a  substantial  business  purpose  has  been 
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established  is  the  effect  of  the  change  on  the  taxpayer's  annual  cycle  of  business 
activity.  However,  even  though  a  substantial  business  purpose  is  not  established, 
the  Commissioner  in  appropriate  cases  may  permit  a  husband  and  wife  to  change 
his  or  her  taxable  year  in  order  to  secure  the  benefits  of  section  2  (relating  to  tax 
in  the  case  of  Joint  returns)..  See  paragraph  (c)  of  this  section  for  special  rule  for 
newly  married  couples. 

******* 

(c)  Special  rule  for  certain  corporations.  (1)  A  corporation  (other  than  a  cor- 
poration to  which  subparagraph  (4)  of  this  paragraph  applies)  may  change  its 
annual  accounting  period  without  the  prior  approval  of  the  Commissioner  if  all 
the  conditions  in  subparagraph  (2)  of  this  paragraph  are  met,  and  if  the  corpora- 
tion files  a  statement  with  the  district  director  of  internal  revenue  with  whom 
the  returns  of  the  corporation  are  filed  at  or  before  the  time  (including  extensions) 
for  filing  the  return  for  the  short  period  required  by  such  change.  This  state- 
ment shall  indicate  that  the  corporation  is  changing  its  annual  accounting  period 
under  §  1.442-1  (c)  and  shall  contain  information  indicating  that  all  of  the  con- 
ditions in  subparagraph  (2)  of  this  paragraph  have  been  met. 

(4)  A  corporation  which  is  an  electing  small  business  corporation  during  the 
short  period  required  to  effect  the  change  of  annual  accounting  period  may  change 
its  taxable  year  only  if  it  secures  the  prior  approval  of  the  Commissioner  in  ac- 
cordance with  paragraph  (b)(1)  of  this  section.  This  subparagraph  shall  apply 
only  if  such  short  period  ends  after  February  28,  1959. 

(f)  Effective  date.-  The  provisions  of  this  section  (other  than  paragraphs  (c) 
(4;  and  (e)  thereof)  are  effective  for  any  change  of  annual  accounting  period 
where  the  last  day  of  the  short  period  to  effect  the  change  ends  on  or  after  March 
1,  1957,  the  date  the  regulations  under  section  442  are  published  in  the  Federal 

[F.R.  Doc.  59-2102;  Filed,  Mar.  11,  1959] 


Changes    in    Proposed    Regulations    of    the    Treasury    Department    in 
Connection   With  Small  Business   Corporations   (March   17,   1959) 

DEPARTMENT  OF  THE  TREASURY 

Internal  Revenue  Service 

[26  CFR  (1954)  Part  1] 

Income  Tax;  Taxable  Years  Beginning  After  December  31,   1953 

notice  of  proposed  rulemaking 

Correction 

In  F.  R.  Document  59-2102,  appearing  in  the  issue  for  Thursday,  March  12, 
1959,  at  page  1793,  make  the  following  changes: 

1.  Last  two  sentences  of  paragraph  (d)  of  §  1.3171-1  should  be  deleted,  and  the 
following  two  sentences  should  be  substituted  therefor:  "However,  if  stock  is 
owned  by  a  trust  which  is  subject  to  the  provisions  of  subchapter  J  of  chapter  1 
of  the  Code  or  by  a  voting  trust,  the  trust  is  considered  the  shareholder  even 
though  the  dividends  paid  to  the  trust  are  includible  directly  in  the  income  of 
the  grantor  or  some  other  person.  If  stock  is  owned  by  a  partnership,  such 
partnership  and  not  its  partners  is  considered  to  be  the  shareholder." 

2.  Second  sentence  of  paragraph  (e)  of  §  1.1371-1  should  be  changed  to  read: 
"The  word  'trust'  as  used  in  this  paragraph  includes  all  trusts  subject  to  the 
provisions  of  subchapter  J  of  chapter  1  of  the  Code  (including  subpart  E  there- 
of) and  voting  trusts." 

3.  Subparagraph  (1)  of  paragraph  (c)  of  §  1.372-1  should  be  changed  to  read: 
(1)   In  general,  except  as  otherwise  provided  in  section  1373(d),  taxable  income 

of  an  electing  small  business  corporation  is  computed  in  the  same  manner  that 
it  would  have  been  had  no  election  been  made. 

4.  The  reference  to  section  1372(a)(5)  appearing  in  the  first  and  fifth  sentences 
of  subdivision  (iv)  of  §  1.1 372-4 (b)(5)  should  be  changed  to  section  1372(e)(5). 
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5.  Subdivision  (vi)  of  §  1.1372-4(b)(5)  should  be  changed  by  deleting  the  words 
"includible  in  gross  income". 

6.  Parenthetical  material  appearing  in  the  first  sentence  of  paragraph  (c)  of 
§  1.1375-1  should  be  changed  to  read:  "(including  amounts  treated  as  dividends 

under  section  1373(b))". 

7.  The  example  appearing  under  paragraph  (c)  of  §  1.1375-3  should  be  changed 
to  read  as  follows: 

Example.  The  stock  of  an  electing  small  business  corporation  is  owned 
50  percent  by  F  and  50  percent  by  S,  a  minor  son  of  F.  For  the  taxable  year 
the  corporation  has  $70,000  of  taxable  income  and  earnings  and  profits. 
During  the  vear  the  corporation  distributes  dividends  (including  amounts 
treated  as  dividends  under  section  1373(b))  of  $35,000  to  F  and  $35,000  to  S. 
Compensation  of  $10,000  is  paid  by  the  corporation  to  F  for  services  rendered 
during  the  year,  and  no  compensation  is  paid  to  S,  who  rendered  no  services. 
Based  on  the  relevant  facts,  a  reasonable  compensation  for  the  services 
rendered  by  F  would  be  $30,000.  In  the  discretion  of  the  district  director, 
up  to  $10,000  of  the  $35,000  dividend  received  by  S  may,  for  tax  purposes, 
be  allocated  to  F. 
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FORM  2553 


SEPTEMBER   I9S8 
U.  S.  TREASURY  DEPARTMENT 
INTERNAL  REVENUE  SERVICE 


ELECTION  BY  SMALL  BUSINESS  CORPORATION 

As  to  foxoble  sfotus  under  aubchapt«r  S 
of  the  Internal  Revenue  Code 


^MdTE:  TIlis  election  under  section  1372(a)  (with  thie 
consent  of  all  your  stockholders)  to  be  treated  as  a 
"small  business  corporation"  for  income  tax  purposes 
may  be  made  only  if  the  corporation  is  a  domestic  corpc^ 
ration  which  Is  not  a  member  of  an  affiliated  group  (as 


defined  in  section  1504)  and  which  does  not  have 
(1)  more  than  10  shareholders;  (2)  a  shareholder  (other 
than  an  estate)  who  is  not  an  individual;  (3)  a  share- 
holder who  is  a  nonresident  alien;  and  (4)  more  than  one 
class  of  stock. 


Name  of  corporation 

Number  and  street 

City  or  town,  postal  zc 

ber,  c 

ounty,  State 

Date  submitted 

First  taxable  year  for 
eiectipn  Is  effective 

-vhich 

Plac 

e  incorporated 

Dote  incorporated 

Number  oi  shore 
outstanding 

slsau 

edo 

nj 

Is  the  corporation  the  out- 
growth or  continuation  of  any 
form  of  predecessor? 


n> 


D- 


If  "Yes",  state  name  of  predecessor,  type  of  organization,  and  the  period  during  which  it  was  In 


Principal  busine 


:ivity  (see  instruction  F) 


Name  and  address  of  ooch  shareholder 

Kumbcr 
of  shores 

Internal   Revenue  District 
where  individual  return  is  filed 

2   - 

_^ 

"" 

■ 

^ 

, 

^ 

In  order  for  this  election  to  be  valid,  the  consent  statement  of  each 
stocklioider  must  be  submitted  with  this  form.    See  instruction  E. 


SIGNATURE  AMD  VERIFICATION 

1  declare  under  penalties  of  perjury  that  this  election  is  duly  authorized,  and  that  the  statements  made  herein 
are  to  the  best  of  my  knowledge  and  belief  true,  correct,  and  complete  statements. 
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PURPOSE 

The  puipose  ot  this  election  is  to  permit  the  taxable  Income  of  a  "small  business  corporation",  to  the  extent 
that  it  exceeds  dividends  distributed  In  money  out  of  earnings  and  profits  of  the  taxable  year,  to  be  taxed  directly  to. 
the  shareholders  (rather  than  to  the  corporation)  to  the  extent  that  it  would  have  constituted  a  dividend  11  it  had  been., 
distributed  on  the  last  day  of  the  corporation's  taxable  year. 


INSTRUCTIONS 


A.  Corporations  eligible  to  elect.— The  election  may 
be  made  only  if  the  corporation  is  a  domestic  corporation; 
is  not',a"me,}Tiber  of  an  affiliated  grsup  of- corposfSrlons'^as 
defined  in  section  1504  of  Jhe  Code;  and  does:.:nol  have 
{])  more  than  one  class  of  stock,  (2)  more  than  10  share- 
holders, (3)  a  shareholder  (other  than  an  estate)  who  Is 
not  an  individual,  or  (4)  a  shareholder  who  is  a  nonresi- 
dent alien. 

B.  Valid  election.-This  election  shall  be  valid 
only  if  all  persons  who  ore  shareholders  of  the  corpora- 
tion on  the  first  day  of  the  corporation's  taxable  year  or 
on  the  day  of  election,  whichever  is  later,  consent  to 
such  election.  In  no  event  will  an  election  be  valid  if 
the  consents  (see  instruction  E)  are  filed  after  the  last 
day  prescribed  for  filing  the  election. 

C  Taxable  year  to  which  election  may  be  mode.— 

The  election  may  be  made  only  with  respect  to  a  taxable 
year  beginning  after  December  31,  1957,  and  ending  after 
September  2,  1958.  It  shall  be  effective  for  the  taxable 
year  for  which  it  is  made  and  for  all  succeeding  taxable 
years  unless  it  is  terminated  under  section  1372(e). 

D.  Time  o(  making  election.-This  form  must  be 
comptefed>  and  filed  for  any  taxable  yefir  .during  (a)  the 
first  calendar' month  of  such  taxable  year,  or  (b)  the  cal- 
endar month  preceding  such  first  calendar  month;  EXCEPT 
that  for  any  taxable  year  which  begins  after  December 
31,  1957,  and  before  September  3,  1958,  and  which  ends 
after  September  2,  1958,  the  form  must  be  filed  on  or  be- 
fore December  1,  1958,  or  on  or  before  the  last  day  of  the 
taxable  year,  whichever  is  earlier.  However,  where  the 
time  for  making  the  election  falls  within  the  exception 
above,  there  is  a  further  qualification  that  the  corporation 
must  have  been  a  sm.all  business  corporation  on  each 
day  after  September  2,  1958,  and  before  the  day  of  elec- 
tion. 


E.  Shoreholders'  statement  of  consent — The  share- 
holders' ponsent  shall  be  in  the  form  of  a  statement 
signed  by  the  shareholders  in  which'  each  shareholder 
consents  to  the  election  of  the  corporation.  The  state- 
ment shall  set  forth  the  name  and  address  of  the  cor- 
poration and  of  eacli  shareholder,  the  number  of  shares 
of  stock  owned  by  each  shareholder,  and  the  date(s)  on 
which  such  stock  was  acquired.  The  consents  of  all 
shareholders  at  the  date  of  election  shall  be  attached  to 
this  form.  If  the  election  is  made  before  the  first  day  of 
the  corporation's  taxable  year,  the  consents  of  persons 
v/ho  became  shareholders  after  the  date  of  the  election 
and  on  or  before  such  first  day  shall  be  filed  with  the 
district  director  with  whom  this  election  was  filed  as 
soon  as  practicable  after  such  first  day  but  in  no  event 
later  than  the  last  day  prescribed  for  filing  the  election. 

F.  Principal  business  octivity.-In  reporting  the 
principal  bus  iness  activity  give  the  one  business  activity 
that  accounts  for  the  largest  percentage  of  "total  re- 
ceipts". "Total  receipts"  means  gross  sales  and/or 
gross  receipts,  plus  all  other  income.  State  the  broad 
field  d  business  activity  as  well  as  the  specific  product 
or  service,  such  as  "Mining  copper",  "Manufacturing 
cotton  broad  woven  fabric",  "Wholesale  food",  or  "Re- 
tail apparel". 

G.  Where  to  file.-This  election  is  to  be  filed  with 
the  District  Director  of  Internal  Revenue  for  the  district 
in  which  the  corporation's  principal  place  of  buslrress  or 
principal  office  or  agency  is  located. 

H.  Signature  and  verificotion.— This  form  must  be 
signed  either  by  the  president,  vice-president,  treasurer, 
assistant  treasurer  or  chief  accounting  officer,  or  other 
corporate  officer  (such  as  tax  officer)  who  is  authorized 
to  sian. 


Excerpts  From  Instructions  for  the  1958  Form  1120-S- 
BusiNEss  Corporation  Return  of  Income 

(References  are  to  the  Internal  Revenue  Code) 


-U.S.  Small 


A.  Corporations  required  to  file  Form  1 1 20-S .— Every  small  business  corporation 
(as  defined  in  section  1371  (a)  j  which  has  filed  a  proper  and  timely  election  under 
section  1372(a;  not  to  be  subject  to  the  income  tax  imposed  by  chapter  1  must  file 
Form  1120-S.     See  form  2553. 

B.  Consents  of  shareholders. — Consents  of  all  shareholders  are  required  to  be 
attached  to  the  election  form  notifying  the  District  Director  of  the  election. 
However,  where  the  election  was  made  before  the  first  day  of  the  taxable  year, 
the  consents  of  persons  who  became  shareholders  after  the  date  of  election  and  on 
or  before  such  first  day  must  be  filed  with  the  District  Director  with  whom  the 
election  was  filed  as  soon  as  practicable  after  such  first  day  and  in  no  event  later 
than  the  last  day  prescribed  for  making  the  election.  Copies  of  such  latter 
consents  must  be  attached  to  the  Form  1120-S  at  the  time  the  retuin  is  filed. 

New  shareholders  (any  person  who  was  not  a  shareholder  on  the  first  day  of  the 
first  taxable  year  for  which  the  election  is  effective,  or  on  the  day  on  which  the 
election  is  made,  whichever  is  later;  must  consent  to  the  election  and  such  state- 
ment of  consent  must  be  filed  with  the  District  Director  wi..h  whom  the  election 
was  filed  within  a  period  of  30  days  aftei  they  become  shareholders  or  the  election 
is  automatically  terminated.  Copies  of  such  consents  must  also  be  attached  to 
the  return. 

C.  Termination. — The  election  by  the  corporation  is  automatically  terminated 
(1)  by  the  failure  of  a  new  shareholder  to  consent  to  such  election  as  explained  in 
B  above;  (2)  where  it  ceases  to  be  a  small  business  corporation  as  defined  in  section 
137 1  (a) ;  (3)  where  it  derives  more  than  80  percent  of  its  gross  receipts  from  sources 
outside  the  U.S.;  or  (4)  where  it  has  gross  receipts  of  which  more  than  20  percent 
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is  derived  from  royalties,  rents,  dividends,  interest,  annuities,  and  sales  or  ex- 
changes of  stock  or  securities  (gross  receipts  from  sales  or  exchanges  being  taken 
into  account  for  this  purpose  only  to  the  extent  of  gains  therefrom).  Such 
termination  is  effective  for  the  taxable  year  in  which  any  one  of  the  foregoing 
occurs  and  for  all  succeeding  taxable  years  of  the  corporation. 

The  election  may  be  revoked  for  any  taxable  year  after  the  first  taxable  year 
for  which  the  election  is  effective.  An  election  to  revoke  may  be  made  only  if 
all  persons  who  are  shareholders  on  the  day  on  which  the  revocation  is  made 
consent  to  the  revocation.  The  revocation  is  effective  (1)  for  the  taxable  year 
in  which  made,  if  made  before  the  close  of  the  first  month  of  the  taxable  year,  or 
(2)  for  the  taxable  year  following  the  taxable  year  in  which  made,  if  made  after 
the  close  of  the  first  month;  and  for  all  succeeding  taxable  years.  The  revoca- 
tion is  to  be  made  in  the  manner  prescribed  by  regulations. 

Where  the  small  business  corporation  has  elected  under  section  1372(a)  and 
the  election  has  been  terminated  or  revoked,  the  corporation  is  not  eligible  to 
again  elect  under  1772(a)  for  five  years  unless  the  Secretary  or  his  delegate  con- 
sents to  such, an  election. 

D.  Period  to  he  covered  by  return. — The  return  shall  be  filed  for  the  calendar 
year  1958  or  other  taxable  year  beginning  in  1958. 

E.  Time  and  place  for  filing. — The  return  must  be  filed  on  or  before  the  15th 
day  of  the  third  month  following  the  close  of  the  taxable  year  with  the  District 
Director  of  Internal  Revenue  for  the  district  in  which  the  corporation's  principal 
place  of  business  or  principal  office  or  agency  is  located.     (Section  6072.) 

H.  Accounting  methods. — Taxable  income  shall  be  computed  in  accordance 
with  the  method  of  accounting  regularly  used  by  the  taxpayer  in  maintaining  its 
books  and  records.  In  all  cases  the  method  adopted  should  clearly  reflect  tax- 
able income.  The  basic  methods  of  accounting  are  the  "cash  receipts  and  dis- 
bursements method"  and  the  "accrual  method."  Section  446  permits  the  use  of 
these  methods  or  any  other  method  permitted  under  the  Code  or  any  combina- 
tion of  these  methods  in  accordance  with  regulations.  If  a  taxpayer  engages  in 
more  than  one  trade  or  business,  it  may,  with  respect  to  each  trade  or  business, 
use  a  different  method  of  accounting.  Each  method  must,  however,  clearly  re- 
flect the  income  of  the  particular  trade  or  business  with  which  it  is  used,  and 
separate  profit  and  loss  statements  for  each  trade  or  business  must  be  submitted. 
Except  in  those  cases  where  the  law  specifically  permits  it,  a  taxpayer  may  not 
change  the  method  of  accounting  upon  the  basis  of  which  it  has  reported  its  in- 
come in  prior  years  (for  its  income  as  a  whole  or  with  respect  to  any  separate 
trade  or  business)  without  first  securing  consent.  For  procedure  to  be  followed 
in  securing  consent,  see  your  District  Director. 

L.  Net  operating  loss  and  other  deductions. — The  deduction  for  net  operating 
losses  provided  by  section  172  and  the  Special  Deductions  provided  in  Part  VIII 
(except  section  248)  of  subchapter  B,  shall  not  be  allowed  to  an  electing  small 
business  corporation.    (Section  1373  (d).) 

Schedule  K.  Shareholder's  Share  of  Income. — The  schedule  of  Dis- 
tribution and  Income  should  show  complete  information  with  respect  to  all 
the  persons  who  were  shareholders  of  the  corporation  during  any  portion  of  the 
taxable  year.  Under  the  tax  treatment  provided  by  Subchapter  S,  shareholders 
generally  are  taxable  upon  their  distributive  shares  of  the  current  taxable  income 
of  the  corporation,  whether  or  not  actually  distributed.  Since  each  shareholder 
is  required  to  include  his  share  in  his  individual  return,  he  should  be  furnished  the 
information  applicable  to  him. 

Column  1. — Enter  the  name  and  address  of  each  shareholder.  Where  return 
of  shareholder  is  filed  in  an  internal  revenue  district  other  than  that  which  this 
return  is  filed,  specify  district. 

Column  2. — Enter  the  number  of  shares  of  stock  owned  by  each  shareholder. 
If  the  number  of  shares  owned  by  a  shareholder  changed  during  the  year,  show 
separately  the  number  of  shares  held  for  each  period. 

Column  3. — Enter  the  percentage  of  time  devoted  to  the  business  by  each  share- 
holder. 

Column  4- — Enter  salary  and  other  payments  to  each  shareholder  for  services 
rendered. 

Column  5. — Enter  for  each  shareholder  the  date  and  amount  of  each  dividend 
distribution  made  in  money  or  property,  during  the  taxable  year. 

Column  6. — Enter  for  each  shareholder  who  was  a  shareholder  on  the  last  day 
of  the  corporation's  taxable  year,  his  portion  of  the  corooration's  undistributed 
taxable  income.  A  shareholder's  portion  of  the  undistributed  taxable  income  is 
the  amount  which  he  would  have  received  as  a  dividend  if  such  income  had  been 
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distributed  pro  rata  to  the  shareholders  on  the  last  day  of  the  corporation's  taxable 
year.  A  dividend  distribution  of  property  other  than  money  may  cause  line  3 
to  exceed  the  total  of  column  6. 

In  the  case  of  a  net  operating  loss  for  the  taxable  year,  enter  in  this  column 
for  each  shareholder  who  was  a  shareholder  at  any  time  during  the  corporation's 
taxable  year  his  pro  rata  share  of  the  loss.  For  treatment  of,  determination  of, 
and  limitation  on  a  shareholder's  pro  rata  share  of  such  loss,  see  section  1374 
and  the  regulations  thereunder. 

Column  7. — Enter  for  each  shareholder  his  pro  rata  share  of  the  corporation's 
excess  of  net  long-term  capital  gain  over  net  short-term  capital  loss  (line  8b,  Dage 
1) .  Each  shareholder  is  entitled  to  treat  as  long-term  capital  gain  a  portion  of  the 
sum  of  the  dividends  he  received  plus  his  share  of  the  constructive  dividends 
derived  from  the  undistributed  taxable  income.  A  shareholder's  portion  is 
determined  by  applying  to  such  excess  the  same  ratio  that  the  amount  of  his 
dividends  (actual  or  constructive)  which  are  out  of  earnings  and  profits  of  the 
current  year  bears  to  the  total  dividends  (actual  or  constructive)  includible  by  all 
shareholders  from  the  same  source.  In  making  the  allocation,  the  excess  of  net 
long-term  capital  gain  over  short-term  capital  loss  cannot  exceed  taxable  income 
(line  27,  page  1) .  The  amount  entered  here  should  be  reported  on  Schedule  D  of 
his  individual  income  tax  return  as  a  long-term  capita]  gain  from  an  "electing 
small  business  corporation". 

Column  8. — Enter  in  this  column  for  each  shareholder  the  amount  of  money 
or  property  includible  in  the  income  of  the  shareholder  as  dividends  from  the 
small  business  corporation  which  are  entitled, to  the  dividends  received  exclusion 
provided  by  section  116  and  the  credit  provided  by  section  34.  Of  the  amounts 
includible  in  the  gross  income  of  a  shareholder  as  dividends  from  an  electing  small 
business  corporation,  only  those  which  are  not  considered  to  be  out  of  the  earnings 
and  profits  of  the  taxable  year  are  entitled  to  the  dividends  received  exclusion 
and  credit.  For  purposes  of  this  rule  the  earnings  and  profits  of  the  taxable  year 
are  deemed  not  to  exceed  the  taxable  income  for  the  year.  The  dividends  entitled 
to  the  exclusion  and  credit  would  include,  for  example,  dividends  paid  out  of 
accumulated  earnings  and  profits  and  from  interest  on  tax  exempt  securities. 
The  amounts  shown  in  this  column  should  be  entered  by  the  shareholders  in 
Schedule  A  of  their  individual  income  tax  returns.  Forms  1040. 

Column  9. — Enter  in  this  column  for  each  shareholder  the  sum  of  the  divi^^ends 
actually  distributed  (column  5)  and  the  constructive  dividends  derived  from  un- 
distributed taxable  income  (column  6) ,  less  the  sum  of  the  amount  treated  as  long- 
term  capital  gain  (column  7)  and  the  amount  of  dividends  entitled  to  the  dividends 
received  exclusion  and  credit  (column  8).  The  amounts  shown  in  this  column 
should  be  entered  by  the  shareholders  as  ordinary  income  in  Schedule  H  of  their 
individual  income  tax  returns.  Forms  1040. 

Colu7nn  10. — Enter  in  this  column  for  each  shareholder  the  date  and  the  amount 
of  each  distribution  of  money  and  propertj^  not  out  of  earnings  and  profits.  For 
taxable  j^ears  after  the  first  taxable  year  to  which  the  election  applies,  include  any 
distribution  of  accumulated  undistributed  taxable  income.     See  section  1375(dj. 

GENERAL   INFORMATION 

1.  A  net  operating  loss  for  any  taxable  year  shall  be  allowed  as  a  deduction 
from  gross  income  of  the  shareholders  in  the  manner  and  to  the  extent  set  forth 
in  section  1374. 

2.  For  treatment  of  family  groups,  see  section  1375(c). 

3.  For  the  adjustment  to  basis  of  stock  of,  and  indebtedness  owing  to,  share- 
holders, see  section  1376. 

4.  For  special  rules  apphang  to  earnings  and  profits,  see  section  1377. 
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FORM 

1120-S 


S.  SMALL  BUSINESS  CORPORATION 
RETURN  OF  INCOME 


FOR  CALENDAR  YEAR  19S8 

er  taxable  year  b«ginning 

tiding 


....  19S8. 
,  195 


1958 


E)ale  of  ele<Hton  as  small 
business  corporation 


PLEASE  TYPE  OR  PRINT  PLAINliY 


GROSS  INCOME 

Gross  receipts Less:  Returns  and  allowances. 

Less;  Cost  of  goods  sold  (Schedule  A)  and/or  operations  (Schedule  B) 

Gross  profit - 

Dividends ^ 

Interest  (Schedule  O 


Royalties 

Gains  and  losses  (from  seporole  Schedule  D  (Form  1 120-S)) 

(a)  Nel  short-term  capital  gain  reduced  by  any  net  long-term  capital  loss 

(b)  Net  long-term  capital  gain  reduced  by  any  net  short-term  capital  loss 

(c)  Net  gain  (loss)  from  sole  or  exchange  of  property  other  than  capital  assets  . 
.  Other  income  (Attach  schedule)    

Total  income,  lines  3  1o  9.  inclusive 

DEDUCTIONS 

,  Compensation  of  officers 

,  Salaries  and  wages  (not  deducted  elsewhere) 


Repairs  (Do  not  include  cost  o( 
Bad  debts  (Schedule  F) 


nprovemenis  or  capital  expenditure)  . 


ally,  or  theft  (Attach  schedule)  . 


Taxes  (Schedule  G) 

Contributions  or  gifts  paid  (Schedule  H)  . 

Losses  by  fire,  storm,  shipwreck,  or  other 

Amortization  (Attach  schedule) 

Depreciation  (Schedule  I) 

,  Depletion  of  mines,  oil  and  gas  wells,  timber,  etc.  (Attach  schedule) 

,  Advertising  ^Attach  schedule)    ^. 

Arcounts  contributed  under: 

(a)  Pension,  annuity,  stock  bonus,  or  prolit-sharing  plans  (Attach  schedule)  , 

(b)  Other  employee  benefit  plans  (Attach  schedule) 

,  Other  deductions  (Schedule  J) 

Total  deductions  in  lines  J  1  to  25,  inclusive 

,  Taxable  income,  line  10  less  line  26 


SIGNATURE  AND  VERIFICATION  (See  Instruction  F) 

1  declare  under  the  penalties  of  perjury  that  this  return  (including  any  accompanying  schedules  and  statements)  has  been  examined  by  i 
and  to  the  best  of  my  knowledge  ond  belief  is  o  true,  correct,  and  complete  return. 


I  declare  under  the  penalties  of  perjury  that  I  prepared  this  return  lor  the  taxpayer  named  herein;  and  that  this  return  (Including  any  accom- 
panying schedules  end  statements)  is.  to  the  best  of  my  knowledge  and  belief,  a  true,  correct,  and  complete  return  based  on  all  the  information 
relating  to  the  matters  required  to  be  reported  in  this  return  of  which  I  have  any  knowledge. 
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1.  Invenlory  at  beginning  of  year 

2.  Merchandise  bought  for  manufacture  or  sole . 

3.  Salaries  and  wages 

4.  Other  costs  per  bocks  (Attach  schedule) 

5.  Total 

6.  Less:  Inventory  at  end  of  year 

7.  Cost  of  goods  sold  (Enter  here  and  on  line  2, 

page  1} 


t.  Salaries  and  wages 

2.  Other  costs  (to  be  detailed): 


3.  Total  (Enter  here  and  on  lir 


Schedule  C— INTEREST  (See  Instruction  S) 


1.  Interest  on  loans,  notes,  mortgages,  bonds,  bank  deposits,  etc. 


Gion  Amount  al 


Z*  Interest 
3.  Interest 


I  bonds,  etc. 


eorporatk 

oHigaflons  of  the  United  States,  etc 

(a)  Issued  prior  to  March  I.  1941 — (1)  United  States  savings  bonds  and  ; 
Treasury  bonds  owned  in  excess  of  the  principal  amount  of  $5,000.  and 
(2)  obligations  cf  an  instrumentality  of  the  United  States . . 

(b)  Issued  on  or  after  March  1.  1941.  by  the  United  Slates  t 
instrumentality  thereof 


Less:  Amodizable 


□ny  agency  < 


Total  interest — Enter  here  ond  on  line  5.  page  1 . 


Schedule  F.— BAD  DEBTS.     (See  InstrucUon  15) 


Amount  ol  Notes  and  Accounts  Receivable 
Outstanding  at- 

2.  Beginning  of  Yeat 


4.  Taxable  (or  Net) 


1956... 

1957... 

1958... 

NOTE:  : 


S.  Sales  on  Account 


fi.  Bad  OeMs  of  Corpo- 
tation  il  No  Reserve  Is 
Cairied  on  Boohs 


I  M  Cotpoialion  C 

I  7.  Gross  Amount  Added  \ 


.!.._. 


A»>AtASt  ftoeiie 


Schedule  G.— TAXES.     (See  Instruction  17) 

Eiplar>alion 


T-^'-^'  tEnterh-Tennlr.n  Iinel7.fxg.il). 


Name  and  Addtess  ot  Otganiialion 


Contributions  carryover  (S«c  instructions) . 


Totol  contributions  (Enter  hero  and  on  Ime  18. 
puqo  1.  Puhio>.-t  to  5  perret^t  limit'ition).  .  .  . 


Schedule  I.— DEPRECIATION.     (See  Instruction  21) 

Dcpiecu^on       I 


Rind  qI  Ptopcfty  (il  hi.il^m^.  stale  malefijl  ol  which  con-  ■>    f-,,  _,  nthp. 

to'.ted).     tiduacU^id^niOinef  Nondppteci2t)Ie  Properly.      I     2.  Dale  Arauir"*         ■*    *-o»""  w'""^' 
Ir^t  Assets  m  G'uips  by  Ucpieaation  Mclhud 


!  6    Rite  (■:)  or  life  I  1    OepfeoJBw 

(ifea'i)  )  Th»s  ten 


I.  ToMl 

"S.-Uv.*::  Amcuiil  of  deprcriotion  claimed  in  Schedulos  A  and  B  and  elsewhere  on  retu 
.3.   Bolon.-e-Enfer  h-re  ond  on  line  ?1.  page  1 -      . 
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Pogo  J 


SUMMARY  or  AMORTIZATION  AND  DEPRECIATION  SCHEDULES 


rjrt«-    OIPdCCIAIION 


1.  ijlroitihl  lino  lllollK^^. 

2.  Doc'ilninq  boloncs  mothiHi 

i.  Sum  til  Iho  yaniKiiiqilK  melhrd 

4.  Bj.so»i  on  ut»il.-t  nl  producUcn 

5.  A'Wllloro!llr.ily«or<kTr<-ciolion(Soc.  179). 

I.  CJlhor  uiBlhals 

7.  Tolal  cl^nr^.'^UThti  rlotnuM 


I.  Einorgt^ncy  facUitUfs. . . 
9.  Grain  fllnroQO  (aciliUus 

10.  Kestfarch  or  oxporiiTu>n(Ql  oxpondlturoH. . 

11.  Exploration  and  devtHopmuhtwKFwrdiUiiva 

12.  Otv]aiiuoMonal  expondituros 

13.  Trvidnnark  ond  trude  niim«  vKpanditurCK). 
H.  TmI-iI  timorll^allon  .-l-.(im>1 


Schcdul*  ),— OTHER  DEDUCTIONS.     {Sm  0*n>ral  Inalrucllon  L  and  Sp«a(lo  Iiutructlon  25) 


.... 

— 

— 

■ — 

ToMi  (Knior  Iv.n-  ond  oti  lino  ?.5.  |>iao  1) . . 

_  Sch*duU  K.- SHAREHOLDER'S  SHARE  OF  INCOME  (Soo  pag«  3  ol  th«  instructions^ 

Computation  o(  Corporation'*  Undiitrlbutod  TaxabU  Ir  '  """ 

I.  Tnnob'g  Incx-nw  (iroin  lino  ^7,  poqo  1) 

t*  Umk  Mttfwy  di!ilntHJ>i^  OS  dlvidantls  out  of  earnings  and  prodls  ot  Ihtr  luxablo  year. 

1.  Cof|>onilkMi'i;  uiulk';lrlUil«>.I  l.inablrt  '"^'^'niP.,^. -....;..;:_•■._■• -^jj  ••  ..-j.v  •  i;-.- ■•  ■_i-^*:k\W--. 

Schttdul*  of  Distribution  and  Incom* 


.  Ninir«Kl»<)>liKso 

liih  ShjiehoMw. 

<l(  i«l" 

n  ol  ihjrtlisUd  11  fi 

(ol.. 

th) 

(c) 

. 

(di 

W 

-.     .       . 

_ 

Jitlikt.  tpKily  dittfkt) 


?  Stock  ChvnMJhlp 


Tfl'ilo ...ixxxxxlxx 


TimA  Dcvotvd  to 


Continuation  of  Schodul*  of  DLatributioi 

6.  ShainolUn-     | 

liitnbulod  T.ii.iblt     ).  ShAiff  ol  lon|- 
Itxcamt  o[  Not        Itim  Cdpitit  GJin 


10.  NondiviiJtnd  DiMfibultoni 
Mfnoiliit 


ADDITIONAL  INFORMATION  REQUIRED 


A.  [Xite  lncori»rQleii    ..„ ^  »■«■„    ,.«  «  « 

B.  Place incorporotod.      -.... .'.-....—..»    .. 

C.  Business  qtcup  cede  oumbor  ond  prlncipol  busir 

n^w  txvJer  on  \y-iw  A  ol  instruction:'.) 


Did  ih*-'  c>5rporotion  d<?rlwo  more  !hon  80%  ol  tis  gross  receipts  from 
a>nf c«s  outside  the  United  Stotes? .- .  Q  Yes       O  No. 

Did  iho  corporvilton  dorivo  more  Ihon  20%  o!  Its  nross  receipts  from 
royalties,  rnn's.  dividends,  tnleresl.  annuities,  and  sales  or  i*k* 
chanqos  ol  stock  or  ^ocuril^es  (cjroi's  recelpls  !rom  sales  or  rtx* 
rhnnqus  being  token  into  occount  (or  purpo^?s  o(  this  queslion 
only  to  the  extent  of  noins  therolrrni) {^  ^cs,       Q  No, 


C.   Did  the  cor(xiralioi\  during  the  toxable  year,  hove  ony  conlracis  or 
subcontracts  subject  to  the  Renegotiation  Act  of  1951?  • 

D  Yes      a  No. 
I(  answer  is  "Yes."  stale  the  approximate  aqgrogoto  gross  dollar 
amount  billed  during  the  laxoblo  year  under  all  such  contract's 
and,"or subcontracts.     Seo  General  Instruction  I.     $ —  .—■■■ 


P.    Enter  amount  of  Income  (deficit)  (roni: 

(a)  line  32.  page  3.  Form  1 120.  1956  $. -„_  . 

(b)  line32.  page  3.  Form  1120.  1957  $._. 
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ScheduU  L.— BALANCE  SHEETS  (Sae  Iiutructioiul 


ASSETS 

eetHwlni  ol  TaMble  itu 

Em)  of  TiiMK  f  ui 

Amoiwl 

To(»l 

Anovnl 

ToUl 

I.  Cash. ; 

ZZZ^Z. 

(b)   Laal-ln,  llrst-oul 





5.  Investments  In  governmental  obligallons: 

(a)  Obligalions  of  a  Slate,  Territory,  or  a  possession  o(  the 
United  Stales,  or  any  political  subdivision  of  any  of  the 

(b)  Obligalions  ol  the  Uniled  States  and  its  inslrumenlall- 

LIABILITIES  AND  CAPITAL 

15.  Accounts  payable 

16.  Bonds,  notes,  and  mortgages  payable  (short-term)  to; 



18.  Bonds,  notes,  and  mortgages  payable  (lonq-lerm)  to: 

(d)  Others 

22.  Surplus  reserves  (Attoch  schedule) 

X     X     X     X     X     X 

25.               Total  liabilities  and  capital 

Schedule  M.— RECONCILIATION  OF  TAXABLE  INCOME 


Income  from  books ,  , 

Add:  Nondeductible  items. 

.  Contributions  in  excess  of  5%  limltoHon 

Insurance  premiums  paid  on  the  life  of  any 
officer  or  employee  where  the  corporation  is 

directly  or  indirectly  a  beneficiary 

,  Unollowable  Interest  expense 

,  Excess  of  capital  tosses  over  capital  gains 

Adjustment  for  lax  purposes  not  recorded  on 

■  books  (Attach  schedule) 

.  Other  (Attach  schedule) ' 


Total . 


,  Total  from  line 
Less:   Nontoxal 

ductions  not  recorded 
.  Nontaxable  interest  on: 

(a)  Obligations  ol  a  State,  Territory,  or  a  pos- 
session of  the  Uniled  States,  or  any  polili- 
ca\  subdivision  of  any  of  the  foregoing,  or 
of  the  District  of  Columbia 

(b)  Obligations  ol  the  United  States  Issued  on 
or  before  Sept.  1,  1917;  all  postal  sovings 
bonds 


,  Other  nontaxable  income  (Attach  schedule). .  . 
.  Adjustment  for  tax  purposes  (Attach  schedule). 

Other  (Attach  schedule) 

Total 

Taxable  Lncome  (Una  9  minus  14) 
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Appendix  IV 

ADDITIONAL  FIRST- YEAR  DEPRECIATION  ALLOWANCE  FOR 
SMALL  BUSINESS 

Announcements  and  Temporary  Rules  op  the  Treasury  Department  in 
Connection  With  New  Section  179 

technical  information  release DECEMBER  3,   1958  (TIR-114) 

The  Technical  Amendments  Act  of  1958  (Public  Law  85-866)  provides  an 
additional  depreciation  allowance  on  tangible  personal  property  for  the  first 
taxable  year  for  which  a  regular  depreciation  deduction  is  allowable,  Internal 
Revenue  Service  announced  today. 

This  additional  allowance,  IRS  said,  is  20  percent  of  the  cost  of  the  property 
and  regular  depreciation  is  allowable  on  the  balance  of  the  cost  after  deducting 
the  new  allowance. 

IRS  added  the  additional  allowance  applies  only  to  tangible  personal  property 
purchased  after  December  31,  1957,  for  use  in  a  trade  or  business  or  for  the 
production  of  income. 

However,  the  allowance  is  not  applicable  to  tangible  personal  property  which 
has  a  useful  life  of  less  than  6  years  at  the  time  of  acquisition,  and  does  not  apply 
at  all  to  real  property,  the  agency  explained. 

IRS  said  the  additional  depreciation  allowance  may  be  obtained  by  filing  an 
election  to  have  the  additional  allowance  apply.  Such  election  may  be  made  only 
for  taxable  years  ending  after  June  30,  1958.  The  election  for  any  taxable  year 
must  be  made  within  the  time  provided  by  law  for  filing  the  tax  return  (including 
any  extensions  of  time)  for  such  year.  The  election  must  be  made  in  the  manner 
prescribed  by  regulations  contained  in  Treasury  Decision  6335,  published  in  the 
Federal  Register  on  November  19,  1958. 

These  regulations,  IRS  stated,  provide  that  the  election  be  made  in  a  state- 
ment attached  to  the  taxpayer's  income  tax  return  for  the  taxable  year  to  which 
the  election  applies.  The  statement  must  indicate  that  the  taxpayer  has  elected 
to  take  the  additional  depreciation  allowance  and  must  set  forth  the  following 
information: 

(1)  Description  of  property;  (2)  date  property  acquired;  (3)  estimated  useful 
life  at  date  of  acquisition;  (4)  how  and  from  whom  the  property  was  acquired;: 
(5)  total  cost  of  each  item  of  property  with  respect  to  which  election  was  made; 
and,  (6)  portion  of  cost  of  property  selected. 

IRS  explained  there  is  a  limitation  on  the  new  additional  depreciation  allow- 
ance for  any  one  taxable  year.  The  additional  allowance  applies  only  to  so  much 
of  the  cost  of  property  for  the  taxable  year  as  does  not  exceed  $10,000,  or,  in  the 
case  of  a  husband  and  wife  filing  a  joint  return,  $20,000. 

IRS  said  the  additional  depreciation  allowance  is  not  available  to  trusts  and 
that  it  does  not  apply  with  respect  to  personal  property  purchased  from  certain 
closely  related  persons  nor  to  property  acquired  by  gift  or  inheritance. 

(IRS-D.C.-44054> 

Temporary  Rules  Relating  to  Additional  First- Year  Depreciation  Allow- 
ance FOR  Small  Business  (Treasury  Decision  6335,  Nov.  18,   1958) 

Section  18.1-3.  Additional  First- Year  Depreciation  Allowance  for 
Small  Business. — (a)  In  general. — Section  204  of  the  Small  Business  Tax  Revi- 
sion Act  of  1958  (72  Stat.  1679)  amends  the  Internal  Revenue  Code  of  1954  by 
adding  a  new  section  179,  relating  to  additional  first-year  depreciation  allowance 
for  small  business.  Section  179(a)  provides  that  in  the  case  of  "section  179' 
property"  the  term  "reasonable  allowance"  as  used  in  section  167(a),  relating  to 
the  deduction  for  depreciation,  may,  at  the  election  of  the  taxpayer,  include  an 
allowance  of  20  percent  of  the  cost  (subject  to  certain  limitations)  of  such  property 
for  the  first  taxable  year  for  which  a  deduction  is  allowable  under  section  167(a) 
with  respect  to  such  property.  An  election  under  section  179(a)  may  be  made 
only  with  respect  to  a  taxable  year  ending  after  June  30,  1958.  For  a  definition 
of  what  constitutes  "section  179  property",  see  section  179(d).  The  election 
under  section  179(c)  applies  only  to  "section  179  property"  to  the  extent  the  cost 
of  such  property  for  such  taxable  year  does  not  exceed  $10,000,  or,  in  the  case  of 
a  husband  and  wife  filing  a  joint  return  under  section  6013  for  the  taxable  year^ 


SUMMARY  OF   195  8   SMALL  BUSINESS  TAX  LEGISLATION  53 

$20,000.  The  taxpayer  shall  select  the  cost  (or  fractional  part  of  the  cost)  of  one 
or  more  items  of  "section  179  property"  qualifying  for  the  election  in  the  taxable 
year  in  an  amount  not  in  excess  of  the  applicable  limitation. 

(b)  Time  and  manner  of  making  election. — The  election  provided  by  section 
179(c)  with  respect  to  "section  179  property"  shall  be  made  in  a  statement 
attached  to  the  taxpayer's  income  tax  return  for  the  taxable  year  to  which  the 
election  applies.  The  return  and  statement  must  be  filed  not  later  than  the  date 
prescribed  by  law  for  filing  the  return  (including  any  extensions  of  time)  for 
such  taxable  year.  The  statement  shall  indicate  that  the  taxpayer  has  elected 
the  provisions  of  section  179(a),  and  shall  set  forth  the  following  information  with 
respect  to  the  property  subject  to  the  election: 

(1)  Description  of  property. 

(2)  Date  property  acquired. 

(3)  Estimated  useful  life  at  date  of  acquisition. 

(4)  How  and  from  whom  the  property  was  acquired. 

(5)  Total  cost  of  each  item  of  property  with  respect  to  which  election  is 
made. 

(6)  Portion  of  cost  of  property  selected. 

The  selection  made  by  the  taxpayer  with  resi^ect  to  such  property  shall  be  adhered 
t'o'in  computing  the  taxpayer's  taxable  income  for  the  taxable  year  for  which  the 
selection  is  made  and  for  all  subsequent  taxable  years. 

(c)  Consent  to  revoke  election. — An  election  made  under  section  179  and  this 
section  with  respect  to  any  property  shall  be  binding  with  respect  to  such  property 
for  the  taxable  year  for  which  the  election  is  made,  and  for  all  subsequent  taxable 
years,  unless  consent  to  revoke  the  election  is  obtained  from  the  Commissioner. 
No  application  for  consent  to  revoke  an  election  under  section  179  will  be  accepted 
before  the  date  of  publication  in  the  Federal  Register  of  the  regulations  under 
section  179.  Such  regulations,  however,  will  provide  a  reasonable  period  of  time 
within  which  taxpayers  will  be  permitted  to  apply  for  such  consents  in  the  case  of 
taxable  years  which  end  after  June  30,  1958,  and  before  the  date  of  publication  of 
regulations  under  section  179. 

(d)  Affiliated  group. — Taxpayers  which  constitute  an  affiliated  group  as  defined 
in  section  179(d)  (7)  shall  be  treated  as  one  taxpayer  for  the  purpose  of  the  limita- 
tion under  section  179(b).  In  the  case  of  an  affiliated  group  the  allowance  for 
additional  first-year  depreciation  may,  in  accordance  with  an  agreement  entered 
into  by  the  members  of  the  group,  be  taken  by  any  one  such  member  or  divided 
among  them  in  any  portion.  Any  member  of  such  group  that  is  allowed  any 
portion  of  the  deduction  under  section  179  shall  file  a  statement  in  accordance 
with  paragraph  (b)  of  this  section.  Such  statement  shall  include,  in  addition  to 
the  information  required  under  paragraph  (b)  of  this  section,  the  names  of  the 
other  members  of  the  affiliated  group  and  a  description  of  the  manner  in  which 
the  deduction  under  section  179  has  been  divided  among  them. 

(e)  Records. — Any  taxpayer  who  elects  the  additional  allowance  under  section 
179  with  respect  to  "section  179  property"  shall  reflect  the  adjustment  to  basis 
required  by  section  179(b)(8)  in  the  records  which  he  is  required  to  keep  under 
.Seetjon  1.167(a)-7  of  this  chapter. 

Excerpts  From  Instructions  for  the  1958  U.S.  Partnership  Return  Form 

1065 

'  Note:  For  taxable  years  ending  after  June  30,  1958,  a  partnership  engaged  in 
business  may  elect  to  write  off  part  of  the  cost  of  its  tangi'  le  depreciable  personal 
property  acquired  after  December  31,  1957,  which  has  a  useful  life  of  at  least 
6 -years  from  the  date  of  acquisition.  The  allowance  is  in  addition  to  regular 
depreciation  allowable  on  the  balance  of  the  basis  of  the  asset  and  is  deductible 
in  the  first  year  in  which  the  regular  depreciation  deduction  is  allowable  with 
respect  to  the  property. 

The  amount  that  may  be  written  oflf  is  up  to  20  percent  of  the  cost  of  the  prop- 
erty but  not  to  exceed  $2,000  ($4,000  if  married  and  filing  a  joint  return)  for  each 
partner.     For  example— 

The  A  &  B  Company,  a  partnership  consisting  of  A  and  B,  purchased  an 
asset  whi'^h  cost  $100,000.  Each  partner  is  married  and  each  is  fihng  a  joint 
return  The  profit  and  loss  sharing  ratio  is  50  percent  to  each.  The  total 
that  may  be  written  off  is  $8,000  (20  percent  of  $100,000  limited  to  $4,000 
for  each' partner).  If  the  purchase  pri  e  of  the  asset  had  been  $20,000  and 
the  profit  and  loss  ratio  was  90  percent  to  A  and  10  percent  to  B,  the  total 
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amount  that  the  partnership  could  write  off  would  be  20  percent  of  $20,000 
or  $4,000  (90  percent  of  $4,000  or  $3,600  for  A  and  10  percent  of  $4,000  or 
$400  for  B). 

Attach  a  schedule  showing  the  computation  and  distribution  of  this  additional 

first-year  dfepreciation  allowance.' 
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INSTALLMENT   PAYMENTS   OF   ESTATE   TAX    ATTRIBUTABLE   TO 
INVESTMENTS    IN     CLOSELY    HELD    BUSINESS    ENTERPRISE 

Temporary  Rules  of  the  Treasury  Department  in  Connection  with  the 

New  Section  6166 

Sec.  24.1-1  Extension  of  Time  for  Payment  of  Estate  Tax  Where  Estate 
Consists  Largely  op  Interest  in  Closely  Held  Business  (Treasury 
Decision  6321,  October  8,  1958) 

(a)  /n  general. — Section  61^  provides  that  under  ceRtaia  conditiofts  where 
an  interest  in  a  closely  held  business  is  included  in  the  gross  estate  of  a  decedent 
who  was  a  citizen  or  resident  of  the  United  States  at  the  time  of  his  death,  the 
executor  may  elect  to  pay  in  installments  part  or  all  of  the  Federal  estate  tax 
imposed  by  section  2001.  See  section  6166  for  the  definition  of  an  interest  in  a 
closely  held  business,  the  limitation  placed  on  the  amount  which  may  be  paid  in 
installments,  the  number  of  installments  in  which  the  tax  may  be  paid,  and  the 
circumstances  under  which  the  privilege  of  paying  the  tax  in  installments  will 
terminate.  The  election  shall  be  exercised  by  filing  notice  of  election  to  pay  the 
tax  in  installments  with  the  district  director. 

(b)  Where  due  date  of  return  is  after  September  2,  1-958. — If  the  due  date  of  the 
return  is  after  September  2,  1958,  an  election  to  pay  the  estate  tax  in  installments 
will  apply  both  to  the  tax  shown  on  the  return  and  to  any  deficiency  in  tax  as- 
sessed in  connection  therewith.  The  notice  of  election  to  pay  the  tax  install- 
ments shall  be  filed  on  or  before  the  d,ue  date  of  the  return.  See  Section  20.6075-1 
of  this  chapter  (Estate  Tax  Regulations)  for  the  due  date  of  the  return.  However, 
if  the  due  date  for  filing  the  return  is  after  September  2,  1958,  but  before  November 
3,  1958,  the  election  will  be  considered  as  timely  made  if  the  notice  of  election  is 
filed  with  the  district  director  on  or  before  November  3,  1958. 

(c)  Where  due  date  of  return  is  on  or  before  September  2,  1958. — If  the  due  date 
of  the  return  is  on  or  before  September  2,  1958,  an  election  by  the  executor  to  pay 
estate  tax  in  installments  will  apply  only  to  a  deficiency  in  tax  assessed  after 
September  2,  1958.  See  Section  20.6075-1  of  this  chapter  (Estate  Tax  Regula- 
tions) for  the  due  date  of  the  return.  The  notice  of  election  to  pay  the  deficiency 
in  installments  shall  be  filed  not  later  than  60  days  after  the  issuance  of  notice 
and  demand  by  the  district  director  for  the  payment  of  the  deficiency.  The 
election  described  in  this  paragraph  may  be  made  only  if  the  decedent  died  after 
August  16,  1954. 

(d)  Form  of  notice  of  election. — The  notice  of  election  to  pay  the  estate  tax  in 
installments  may  be  in  the  forna  of  a  letter  addressed  to  the  district  director.  The 
executor  shall  state  in  the  notice  the,  amount  of  tax  which  he  elects  to  pay  in 
installments,  and  the  total  number  of  installments  (including  in  a  case  described 
in  paragraph  (b)  of  this  section  the  installment  due  15  months  after  the  date  of 
the  decedent's  death,  and  including  in  a  case  described  in  paragraph  (c)  of  this 
section  those  installments  the  dates  for  payment  of  which  would  have  arrived 
within  the  meaning  of  section  6166(i))  in  which  he  elects  to  make  the  payment  of 
such  tax.  The  properties  in  the  gross  estate  which  constituted  the  decedent's 
interest  in  a  closely  held  business  should  be  listed  in  the  notice,  and  identified  by 
the  schedule  and  item  number  at  which  they  appear  on  the  estate  tax  return. 
The  notice  should  set  forth  the  facts  which  formed  the  basis  for  the  executor's 
conclusion  that  the  estate  qualifies  for  the  payment  of  the  estate  tax  in  install- 
ments. 
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